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

EuroStoxx 50 is currently down 0.3% from its last close.  In Asia, the MSCI Asia Apex 50 

closed down 3.2%.  Chinese markets were mixed, with the Shanghai Composite down 1.0% and 

the Shenzhen Composite up 0.3%.  U.S. equity index futures are signaling a lower open.   
 

Today is the spring equinox; it’s hard to say if this is a good or bad omen.  We update COVID-

19 news.  Although there is much to say about the financial markets, to some extent, it can be 

summed up succinctly—there is a dash for cash.  Equities are falling again this morning.  

Congress is working on a $1.0 trillion stimulus bill.  Don’t be surprised in a few weeks when we 

will marvel at how timid this action was.  We are paying close attention to today’s initial claims 

data as it is expected to show a massive increase in layoffs.  The weekly energy report is updated 

on our website.  Here are the details: 
 

COVID-19: The world now has 222,643 reported cases of COVID-19 with 9,115 fatalities and 

84,506 recoveries.  Here is a chart of infections from the FT: 
 

 
 

The U.S. pace of infections is rising rapidly; this is probably more about increased testing. 

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.nytimes.com/2020/03/19/world/coronavirus-news.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20200319&section=topNews&campaign_id=51&instance_id=16893&segment_id=22374&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews
https://www.nytimes.com/2020/03/19/world/coronavirus-news.html?te=1&nl=morning-briefing&emc=edit_MBE_p_20200319&section=topNews&campaign_id=51&instance_id=16893&segment_id=22374&user_id=cf9e3e54fec2ede829d24b038d8ab9e3&regi_id=5677267tion=topNews
https://www.wsj.com/articles/markets-enter-new-phasewhere-cash-is-all-that-matters-11584546863?shareToken=st7e33b733a63b4c00814c6cbbe04075d8
https://www.wsj.com/articles/global-stocks-and-currencies-slide-as-cash-shortage-worsens-11584595586?shareToken=st14d2597ab9894f4da3d2750fe9a31995
https://www.confluenceinvestment.com/wp-content/uploads/wkly_energy_Mar_19_2020.pdf
https://www.ft.com/content/dd1053a7-a0be-3b19-a6f0-146d6359d0b6
https://coronavirus.jhu.edu/map.html
https://coronavirus.jhu.edu/map.html


 

 

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

www.confluenceinvestment.com 

 2 

The virus news: 

• A disturbing trend is developing in infections.  Although it is documented that COVID-

19 has a higher mortality rate among older people, that doesn’t mean young people (a) 

can’t get seriously ill from the disease, and (b) can’t die from the virus.  In fact, 40% of 

hospitalizations are between the ages of 20-54.  It is clear that some are not taking social 

distancing seriously.  Sadly, they can become vectors of the disease.   

• China had no new indigenous infections.   

• Two members of Congress have tested positive.  There are concerns that if the virus 

spreads among members of Congress, voting on critical bills may be affected.   

• The U.S. is pushing social distancing to combat the virus and downplaying testing.   

• Iran may be the hardest hit nation from COVID-19.  There are warnings that “millions” 

may succumb to the disease.  Some of this development is due to Iranian government 

mismanagement.  As we have seen elsewhere, Tehran initially tried to downplay the 

pandemic.  In addition, the political class everywhere tries to use crises to boost their own 

agendas.  Internal fights have slowed the response.  However, sanctions have also played 

a role, undermining its economy and weakening its medical system.  The U.S. is adding 

additional sanctions in a bid to get Iran to release U.S. citizens being held by Tehran.  

Our fear over Iran is twofold.  First, Iran sends operatives throughout the Middle East to 

project power; it is possible these operatives will become vectors for COVID-19.  

Second, as political pressure rises on the Iranian leadership, the country may try an 

external war to distract its citizens.  Although it is evident that neither the U.S. nor Iran 

wants a direct conflict, as desperation grows in Iran, starting a conflict with the U.S. 

while Washington is distracted could occur.  We think this is a low probability outcome, 

but lately we have been seeing a lot of low probability outcomes occurring. 

• The U.S. and Canada have closed its border.   

• Putin is apparently using the virus as an excuse to clamp down on protests and ease his 

term extension.   

• Another downside to just-in-time inventories is emerging; reports suggest that basic items 

required for COVID-19 testing are become scarce.  These inventory models are great 

when everything is functioning well, but they fail miserably under stress.  Another worry: 

ventilators are in short supply in the U.S. and Europe.   

And now, financial market news related to COVID-19: 

• There have been a series of curious moves in financial markets, which we will discuss 

below.  But, as noted above, they are all tied to a singular desire—cash is king and there 

is a scramble to acquire it.  Risk-off assets have been falling in price.  The dollar is on a 

tear as those who have dollar obligations are scrambling to acquire the greenback.  

Emerging markets are getting hammered.  Mortgage REITS are being hit on funding 

concerns.   

• The ECB announced a €750 billion bond-buying program to narrow the spreads between 

the north and the south of Europe.  We are seeing a rally in bonds this morning in both 

Europe and the U.S. 

https://www.wsj.com/articles/a-generational-war-is-brewing-over-coronavirus-11584437401?shareToken=st0eaaa1b27db6430f9fd115e9e41770bc
https://www.nytimes.com/2020/03/18/health/coronavirus-young-people.html
https://www.nytimes.com/2020/03/18/health/coronavirus-young-people.html
https://www.cbsnews.com/news/coronavirus-florida-beaches-ignore-social-distancing/
https://www.cbsnews.com/news/coronavirus-florida-beaches-ignore-social-distancing/
https://www.nytimes.com/2020/03/18/world/asia/china-coronavirus-zero-infections.html?action=click&module=RelatedLinks&pgtype=Article
https://www.politico.com/news/2020/03/18/first-member-of-congress-tests-positive-for-coronavirus-136300?nname=playbook&nid=0000014f-1646-d88f-a1cf-5f46b7bd0000&nrid=0000014e-f0fe-dd93-ad7f-f8ff7e250002&nlid=630318
https://www.wsj.com/articles/americas-new-coronavirus-strategy-stresses-social-distancing-over-broad-testing-11584610205?shareToken=stc8c5165823894635b81601f495ec6351
https://apnews.com/6e92d93551ee6c6ae51d0acaaad9eb32?utm_campaign=wp_todays_worldview&utm_medium=email&utm_source=newsletter&wpisrc=nl_todayworld
https://www.nytimes.com/2020/03/17/world/middleeast/coronavirus-iran-rouhani.html?utm_campaign=wp_todays_worldview&utm_medium=email&utm_source=newsletter&wpisrc=nl_todayworld
https://www.reuters.com/article/us-healthcare-coronavirus-iran-usa/us-sanctions-iran-seeks-release-of-americans-amid-coronavirus-outbreak-idUSKBN2143EN?utm_campaign=wp_todays_worldview&utm_medium=email&utm_source=newsletter&wpisrc=nl_todayworld
https://www.reuters.com/article/us-healthcare-coronavirus-iran-usa/us-sanctions-iran-seeks-release-of-americans-amid-coronavirus-outbreak-idUSKBN2143EN?utm_campaign=wp_todays_worldview&utm_medium=email&utm_source=newsletter&wpisrc=nl_todayworld
https://www.axios.com/coronavirus-fuel-middle-east-unrest-9ebb0672-9732-41e0-a847-1cda460b6e8e.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.reuters.com/article/us-iran-us-soleimani/iran-president-says-iran-responded-will-respond-to-assassination-of-soleimani-idUSKBN21513K?utm_campaign=wp_todays_worldview&utm_medium=email&utm_source=newsletter&wpisrc=nl_todayworld
https://www.reuters.com/article/us-iran-us-soleimani/iran-president-says-iran-responded-will-respond-to-assassination-of-soleimani-idUSKBN21513K?utm_campaign=wp_todays_worldview&utm_medium=email&utm_source=newsletter&wpisrc=nl_todayworld
https://www.washingtonpost.com/world/the_americas/trump-trudeau-us-canada-border-coronavirus/2020/03/18/90a27da8-6924-11ea-b199-3a9799c54512_story.html?utm_campaign=wp_todays_worldview&utm_medium=email&utm_source=newsletter&wpisrc=nl_todayworld
https://www.politico.eu/article/how-coronavirus-covid19-outbreak-helps-russian-president-vladimir-putin/?utm_source=POLITICO.EU&utm_campaign=dcddfc6373-EMAIL_CAMPAIGN_2020_03_19_06_04&utm_medium=email&utm_term=0_10959edeb5-dcddfc6373-190334489
https://www.cnn.com/2020/03/18/us/coronovirus-testing-supply-shortages-invs/index.html
https://www.cnn.com/2020/03/18/us/coronovirus-testing-supply-shortages-invs/index.html
https://nyti.ms/33s8dDu
https://www.wsj.com/articles/some-bank-branches-run-low-on-cash-as-customers-make-big-withdrawals-11584568519?shareToken=stb13c0e44766247b1b366a5459d8d321d
https://www.wsj.com/articles/markets-enter-new-phasewhere-cash-is-all-that-matters-11584546863?shareToken=st981af3d2bb2f4e60bc0e53dc7b94506c
https://www.wsj.com/articles/markets-enter-new-phasewhere-cash-is-all-that-matters-11584546863?shareToken=st981af3d2bb2f4e60bc0e53dc7b94506c
https://www.ft.com/content/cfcb59ee-69ad-11ea-800d-da70cff6e4d3
https://www.ft.com/content/cfcb59ee-69ad-11ea-800d-da70cff6e4d3
https://www.wsj.com/articles/emerging-markets-take-hit-as-investors-flee-for-safety-11584529200?shareToken=st75ac5f213e94467788d8244dea0ca1d7
https://www.wsj.com/articles/turmoil-in-funding-markets-drags-down-mortgage-reits-11584563621?shareToken=st2a7625389aed4327a21270d7cb4882a6
https://www.ft.com/content/28a9d4d8-698a-11ea-a3c9-1fe6fedcca75?emailId=5e72e87bbf31700004c9e806&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/ecb-seeks-to-mend-rifts-as-economic-clouds-gather-11584523534?shareToken=stb73f65b141e04c219a6712f7a52e5a97
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• The Fed announced a new backstop for the money market industry.  The White House is 

asking Congress to support money markets as well, likely to prevent a run on this part of 

the market to prevent a repeat of 2008. 

• The administration and Congress are working on programs to support the economy.  Paid 

leave has passed both houses.  The president has invoked the Defense Production act.  

There is a growing sense that the economy needs a massive stimulus package.  One of the 

lessons of 2008 is that it is easy to undershoot stimulus.  Another is that cash injections, 

either in the form of grants, transfers, loans or equity stakes, are the most efficient way to 

prop up the economy.  Shovel-ready projects are a myth.  It is politically difficult to 

execute stimulus in a crisis.  The fastest way to deliver funding is to businesses via the 

financial system.  However, if businesses hoard the cash and layoffs occur anyway, it 

appears that the government doesn’t care about the less affluent.  But, getting cash to 

households, although effective, is slow.  Perhaps the best way to attack this problem is to 

use the same method as dealing with a dessert table—try everything!  This will entail a 

larger stimulus, but, given the sudden stop the economy is facing, it may not be possible 

to overdo it.  In fact, that may be what the financial markets are waiting for.  It is worth 

noting that, similar to what we saw in 2008, state and local governments are facing a 

major cash crunch; this would be a good time for the Federal government to step in.  The 

claims data, as we show below, is likely to deteriorate further.  Households are going to 

face a serious cash crunch.  Again, offering support for firms to keep employees on the 

payrolls would be good for business and workers.  We are starting to also see articles 

worrying about U.S. debt capacity.  This fear is profoundly misplaced.  As WWII 

showed, the Fed could simply set the interest rate across the yield curve and buy any 

bonds the public didn’t want.  Will this eventually be inflationary?  Probably, but this is a 

problem that can be dealt with later.   

• The other problem this virus event has illustrated is that the financial markets are not 

functioning well.  The industry has become so obsessed with speed that it ignored the 

problem of depth.  In other words, we have an industry full of algorithmic trading that 

wants to buy fast but feels no need to support a broadly functioning market.  This factor 

is contributing to market volatility.  This issue will be exacerbated tomorrow; we are 

seeing a quarterly “quadruple witching day.”   

Odds and ends: The journalism spat between the U.S. and China continues, with Beijing 

expelling some U.S. reporters.  The trade war continues as the U.S. increases tariffs on European 

aircraft.   

 

U.S. Economic Releases 
 

The current account deficit for Q4 came in wider than expected at $109.8 billion compared to 

expectations of $108.6 billion.  That being said, the current account did narrow considerably 

from a deficit of $125.4 billion. 

 

https://www.wsj.com/articles/federal-reserve-will-backstop-money-market-mutual-funds-amid-coronavirus-11584588654?shareToken=st5bf772ff89ef45189714edfb407e0a91
https://www.wsj.com/articles/treasury-department-asking-congress-for-permission-to-backstop-money-markets-11584546598?shareToken=st13dd3474e2c249ea90d9bb71e5c6d5ca
https://www.wsj.com/articles/treasury-department-asking-congress-for-permission-to-backstop-money-markets-11584546598?shareToken=st13dd3474e2c249ea90d9bb71e5c6d5ca
https://www.washingtonpost.com/business/2020/03/18/trump-coronavirus-economic-plan/?utm_campaign=wp_todays_worldview&utm_medium=email&utm_source=newsletter&wpisrc=nl_todayworld
https://www.wsj.com/articles/senate-expected-to-pass-bill-offering-free-virus-testing-paid-leave-11584537988?shareToken=stc6edcb8ba04b4bd79ae668fa2b849a05
https://www.wsj.com/articles/senate-expected-to-pass-bill-offering-free-virus-testing-paid-leave-11584537988?shareToken=stbb41dde07c594a3a8018eb65396da5f5
https://www.wsj.com/articles/senate-expected-to-pass-bill-offering-free-virus-testing-paid-leave-11584537988?shareToken=stbb41dde07c594a3a8018eb65396da5f5
https://www.wsj.com/articles/coronavirus-infections-approach-200-000-globally-11584524438?shareToken=st3cc78b16d02147a8a3dca55f5891459f
https://www.bloomberg.com/opinion/articles/2020-03-17/coronavirus-crisis-trump-s-1-2-trillion-stimulus-isn-t-enough
https://www.nytimes.com/2020/03/18/business/bailout-economy-coronavirus.html
https://www.wsj.com/articles/challenge-for-policy-makers-rescue-economy-without-fueling-populist-backlash-11584475764?shareToken=st9a7e77a068cf47bea3e70d1337cfa5ea
https://www.wsj.com/articles/the-government-wants-to-send-you-moneybut-how-soon-will-it-arrive-11584558455?shareToken=st5927c4c7b3d443ad82cf2a3e5a12e439
https://nyti.ms/3d6S2zP
https://www.politico.com/news/2020/03/19/coronavirus-governors-state-budgets-136190?nname=playbook&nid=0000014f-1646-d88f-a1cf-5f46b7bd0000&nrid=0000014e-f0fe-dd93-ad7f-f8ff7e250002&nlid=630318
https://www.politico.com/news/2020/03/19/coronavirus-governors-state-budgets-136190?nname=playbook&nid=0000014f-1646-d88f-a1cf-5f46b7bd0000&nrid=0000014e-f0fe-dd93-ad7f-f8ff7e250002&nlid=630318
https://www.wsj.com/articles/coronavirus-hits-state-and-city-budgets-11584610201?shareToken=st6ef17f40aade40a5b4ea4de9e0fae7e6
https://www.wsj.com/articles/call-it-a-layoff-a-furlough-or-a-cut-shift-americans-are-losing-work-11584550057?shareToken=st6a778111731342289149956701bab458
https://www.wsj.com/articles/consumers-face-a-massive-credit-crunch-lenders-are-still-figuring-out-what-to-do-11584610200?shareToken=st893815a145644fcc9b61f3bf42859a64
https://www.wsj.com/articles/consumers-face-a-massive-credit-crunch-lenders-are-still-figuring-out-what-to-do-11584610200?shareToken=st893815a145644fcc9b61f3bf42859a64
https://www.wsj.com/articles/u-s-deficit-set-to-soar-as-government-responds-to-coronavirus-11584568685?shareToken=st46ccc6dee71c481296782ce17410af53
https://www.wsj.com/articles/u-s-deficit-set-to-soar-as-government-responds-to-coronavirus-11584568685?shareToken=st46ccc6dee71c481296782ce17410af53
https://www.wsj.com/articles/why-are-markets-so-volatile-its-not-just-the-coronavirus-11584393165?shareToken=std1ef38629b944718bb57246383abb21b
https://www.wsj.com/articles/harried-traders-gird-for-a-frantic-friday-11584610201?shareToken=std4f427614d5b421fa94b380335c87b0c
https://nyti.ms/33vNQWa
https://www.politico.eu/article/trumps-trade-war-proves-immune-to-the-coronavirus-crisis/?utm_source=POLITICO.EU&utm_campaign=dcddfc6373-EMAIL_CAMPAIGN_2020_03_19_06_04&utm_medium=email&utm_term=0_10959edeb5-dcddfc6373-190334489
https://www.politico.eu/article/trumps-trade-war-proves-immune-to-the-coronavirus-crisis/?utm_source=POLITICO.EU&utm_campaign=dcddfc6373-EMAIL_CAMPAIGN_2020_03_19_06_04&utm_medium=email&utm_term=0_10959edeb5-dcddfc6373-190334489
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The chart above shows the historical level of the current account balance and the current account 

balance as a percentage of GDP.  The shrinking of the deficit was largely due to a reduction in 

imports.  
 

The Philadelphia Fed Business Outlook Index for March came in well below expectations at       

-12.7 compared to estimates of 8.0. 
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The chart above shows the six-month moving average of the Philadelphia Fed business outlook.  
 

Initial jobless claims for the week ending on March 14 surged to their highest level in two years.  

Initial claims came in at 281k compared to expectations of 220k. 
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The chart above shows the four-week average of the initial claims data.  The four-week average 

rose from 214.75k to 232.25.  We would expect this data to surge in the coming weeks. 
 

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

 

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort w/w 15-Mar 57.5 **

9:45 Bloomberg Economic Expectations w/w 15-Mar 62.5 **

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 Swift Global Payments CNY m/m Feb 2.1% 1.7% * Equity and bond neutral

Japan National CPI m/m Feb 0.4% 0.7% 0.5% *** Equity and bond neutral

National CPI ex Fresh Food m/m Feb 0.6% 0.8% 0.6% *** Equity and bond neutral

National CPI ex Fresh Food, Energy q/q Feb 0.6% 0.8% 0.7% *** Equity and bond neutral

All Industry Activity Index m/m Jan 0.8% 0.0% 0.3% ** Equity bullish, bond bearish

Australia Employment Change m/m Feb 26.7k 13.5k 6.3k ** Equity bullish, bond bearish

Unemployment Rate m/m Feb 5.1% 5.3% 5.3% *** Equity bullish, bond bearish

Participation Rate m/m Feb 66.0% 66.1% 66.1% ** Equity and bond neutral

New Zealand GDP y/y 4Q 1.8% 2.3% 1.7% *** Equity and bond neutral

EUROPE

Eurozone Construction Output y/y Jan 6.0% -3.7% ** Equity and bond neutral

Germany IFO Business Climate m/m Mar 87.7 96.1 ** Equity bearish, bond bearish

IFO Expectations m/m Mar 82.0 93.4 ** Equity bearish, bond bearish

IFO Current Assessment m/m Mar 93.8 98.9 ** Equity bearish, bond bearish

Switzerland Exports Real m/m Feb -3.3% 1.7% ** Equity bearish, bond bearish

Imports Real m/m Feb -0.1% -1.8% ** Equity and bond neutral

Swiss Watch Exports y/y Feb -9.2% 9.4% ** Equity bearish, bond bearish

Russia CPI Weekly ytd 16-Mar 1.0% 0.9% *** Equity bullish, bond bearish

PPI y/y Feb -1.2% -0.7% -0.9% ** Equity bullish, bond bearish

AMERICAS

Mexico International Reserves Weekly w/w 13-Mar $184.619 Bil $185.571 Bil * Equity and bond neutral

Canada Teranet/ National Bank HPI y/y Feb 2.9% 2.1% ** Equity bullish, bond bearish

CPI y/y Feb 2.2% 2.4% 2.1% *** 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) 105 89 16 Up

3-mo T-bill yield (bps) 0 1 -1 Neutral

TED spread (bps) 105 88 17 Up

U.S. Libor/OIS spread (bps) 12 13 -1 Up

10-yr T-note (%) 1.15 1.19 -0.04 Neutral

Euribor/OIS spread (bps) -41 -41 0 Neutral

EUR/USD 3-mo swap (bps) 58 46 12 Down

Currencies Direction

dollar Up Neutral

euro Down Up

yen Down Up

pound Down Down

franc Down Up

Central Bank Action Current Prior Expected

Brazil Selic Rate 3.750% 4.250% 3.750% On forecast

SNB Sight Deposits Interest Rates -0.750% -0.750% -0.750% On forecast

SNB Policy Rate -0.750% -0.750% -0.750% On forecast

RBA Cash Rate Target 0.250% 0.500% 0.250% On forecast

RBA FX Transactions Market A$548 Mil A$769 Mil On forecast

RBA FX Transactions Other A$9 Mil -A$5499 Mil On forecast

RBA FX Transactions Government -A$573 Mil -A$772 Mil 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 $26.31 $24.88 5.75% Global Fiscal Stimulus

WTI $22.77 $20.37 11.78%

Natural Gas $1.66 $1.60 3.55%

Crack Spread $9.50 $10.16 -6.50%

12-mo strip crack $8.15 $8.72 -6.56%

Ethanol rack $1.26 $1.26 0.02%

Gold $1,481.75 $1,486.05 -0.29%

Silver $12.04 $11.98 0.52%

Copper contract $210.70 $215.10 -2.05%

Corn contract 342.75$       335.25$       2.24%

Wheat contract 518.00$       508.25$       1.92%

Soybeans contract 841.75$       825.50$       1.97%

Baltic Dry Freight 629 612 17

Actual Expected Difference

Crude (mb) 2.0 3.5 -1.5

Gasoline (mb) -6.2 -3.8 -2.4

Distillates (mb) -2.9 -4.0 1.1

Refinery run rates (%) 0.00% -0.30% 0.30%

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts currently call for a cold front to recede westward into the Great 

Plains region, with warmer-than-normal conditions remaining in most of the eastern region.  Wet 

conditions are expected throughout most of the country except for Texas and 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. 
 

March 13, 2020 
 

Our baseline position has been that the COVID-19 virus would have a significant impact in 

terms of magnitude but be of limited duration and thus would probably not put the economy into 

recession.  Over the past week, two events have occurred which put this position into question.  

The first is the oil market collapse triggered by a market share war between Russia and Saudi 

Arabia.1  The second issue is that the financial system is exhibiting symptoms of liquidity 

problems. 
 

We have noted a sudden decline in financial conditions as measured by the Bloomberg Financial 

Conditions Index for the U.S.   
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Sources:  Bloomberg, CIM

BLOOMBERG FINANCIAL CONDITIONS INDEX

Sources:  Bloomberg, CIM  
 

Our data uses the Friday closes for the index.  The index is composed of eight variables2 which 

are standardized and totaled.  The more negative the reading, the greater the level of financial 

stress.  The index was positive until the last week of February.  The current level of stress is 

about on par with March 2008 during the collapse of Bear Stearns.   
 

This data suggests a serious level of financial problems in the financial system.  We have noted 

difficulties in the funding markets since September.  Although the Fed has consistently claimed 

there was nothing systemic in the rise of repo rates, the persistence of the funding shortages 

despite the expansion of the Fed’s balance sheet by $400 billion argues otherwise.   

 
1 We discussed this issue in our most recent Weekly Energy Update. 
2 TED spread, LIBOR/OIS spread, commercial paper/T-bill spread, Baa/10-year T-Note spread, Muni/10-year T-Note 
spread, swap volatility, the S&P 500 and the VIX.  There are other similar indices with a larger set of variables, but 
the Bloomberg variation is calculated daily, whereas the others are calculated weekly or monthly.   

https://www.confluenceinvestment.com/category/asset-allocation-reports/asset-allocation-weekly/
https://www.confluenceinvestment.com/wp-content/uploads/wkly_energy_Mar_12_2020.pdf
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What is the nature of the financial stress?  Its roots most likely lay with interest rates being too 

low for too long; investors had to extend their portfolio risk to find attractive yields.  The 

financial services industry took steps to provide financial products with more attractive yields.  

Some of this product creation went to the non-bank financing system which funds itself in the 

repo markets.  If repo markets are disrupted, they can no longer service the debt they used to own 

the higher yielding assets and liquidations occur.  If no liquid market exists for these products, 

the owners may be forced to sell other assets (gold, Treasuries, equities, investment grade bonds) 

to find necessary liquidity.  Recent weakness in “risk off” assets would tend to confirm rising 

levels of financial stress.  A contributing factor is the plunge in oil prices, which raises default 

risk among energy companies. 
 

The Federal Reserve should be able to corral this problem if it moves aggressively enough to 

force liquidity into the financial system.  Unfortunately, as we saw in 2008, it may be difficult to 

pinpoint exactly where the funding problems lie.  But, the key lesson from 2008 is that enforcing 

moral hazard is a bad idea; we doubt such a policy will be executed in this event.  Although a 

few of our economic indicators have moved to signal recession, the preponderance have not.  On 

the other hand, the yield curve did invert last year, and we have been on “recession watch” for 

some time.3 
 

How does all this affect equity markets?  The chart below can offer some guidance.  This chart 

shows the weekly close of the S&P 500 going back to late 1927.  We log-transform the index 

and regress a time trend through the data.  The parallel lines represent various standard error 

levels from trend; the gray bars show recessions.  It is obvious that, with the exception of 1945, 

every recession has led to some degree of stock market weakness. 
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3 Hence the title of our 2020 outlook, “Storm Watch.” 
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To compare recessions, we measured the high reached before the recession to the low in the 

index during the downturn in terms of movements in standard errors.  Here is a table of the 

events.   
 

LOG SCALED LOG SCALED LOG SCALED

RECESSION HIGH DEVIATION FROM TREND LOW DEVIATION FROM TREND RANGE FROM HIGH TO LOW DEVIATION PROJECTION

1929-33 4.165 -1.674 5.839 383.31

1936-37 1.399 -0.782 2.180 1485.43

1949 -0.843 -1.572 0.729 2541.87

1953 -0.437 -0.917 0.480 2787.37

1957 0.637 -0.240 0.876 2407.30

1960 0.630 0.072 0.558 2708.13

1970 0.558 -0.798 1.355 2015.90

1973-75 0.106 -1.967 2.074 1545.20

1980 -1.188 -1.653 0.465 2803.13

1981-82 -0.857 -1.975 1.118 2201.12

1990 0.113 -0.549 0.662 2605.69

2001 1.689 -0.011 1.700 1774.60

2007-09 0.908 -1.571 2.479 1329.69

now 0.786 -0.037 0.823

Average 2045.29

Normal Recession 2455.50

Deep Recession 1388.95

w/o Depression 1640.36  
 

Range represents the change in standard error from high to low.  So, the Great Depression saw 

the market fall nearly six standard errors, a true “six-sigma” event.  The current decline is 

consistent with a normal recession, so if policymakers can secure the financial system and absorb 

the quarantine effect of COVID-19, then equity markets should stabilize soon.  A deep recession 

(but not including the Great Depression) would put the S&P 500 around 1640, a much more 

profound decline.   
 

The postwar experience doesn’t support two consecutive deep recessions, which is why we have 

argued that another 2008 is unlikely.  Of course, we did have consecutive deep recessions in the 

1930s: the 1936-37 recession was caused by profoundly inept policy when the Roosevelt 

administration tightened fiscal policy while the Federal Reserve raised rates.  The odds of a 

similar event occurring in the current situation is improbable; both fiscal and monetary policy are 

accommodative and will almost certainly become more so.  About the only way we have a deep 

recession is if the policy response is strikingly underwhelming.  Although possible, that is a low 

probability outcome. 
 

So, the bottom line is that we will likely see a few weeks of churning and perhaps a decline 

toward 2300, but the worst of this downturn is probably over.  Liquidity injections and the 

natural waning of COVID-19 should improve sentiment over time.  We are probably very close 

to the low in terms of price but not in terms of time.  It will probably take a few weeks of basing 

before a durable recovery can develop.   

 
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 3/18/2020 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 3/18/2020 close) 
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Asset classes are defined as follows: Large Cap (S&P 500 Index), Mid Cap (S&P 400 Index), 

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

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

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

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

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

Commodities (Bloomberg total return Commodity Index). 

This chart shows the year-to-date 

returns for various asset classes, 

updated daily.  The asset classes are 

ranked by total return (including 

dividends), with green indicating 

positive and red indicating negative 

returns from the beginning of the 

year, as of prior close. 
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P/E Update 

 

March 19, 2020 
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Based on our methodology,4 the current P/E is 20.0x, down 0.4x from last week.  The decline in 

the P/E was caused by falling index values. 

 

 
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. 

 

 
4 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. 


