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

morning.  The EuroStoxx 50 is down 0.9% from its last close.  In Asia, the MSCI Asia Apex 50 

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

relatively unchanged from the prior close and the Shenzhen Composite down 0.2%.  U.S. equity 

index futures are signaling a lower open.  With 433 companies having reported, the S&P 500 Q1 

earnings stand at $33.80, lower than the $35.51 forecast for the quarter.  The forecast reflects a 

10.0% decrease from Q1 2019 earnings.  Thus far this quarter, 67.7% of the companies have 

reported earnings above forecast, while 27.3% have reported earnings below forecast.   
 

Good morning and happy Monday!  Given the news flow of recent weeks, it was rather quiet 

overnight.  Risk markets are lower this morning.  We update the COVID-19 news.  Here are the 

details: 
 

COVID-19:  The number of reported cases is 4,122,173 with 283,001 deaths and 1,418,656 

recoveries.  In the U.S., there are 1,329,799 confirmed cases with 79,528 deaths and 216,169 

recoveries.   
 

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

one to compare cases and fatalities between nations, scaled by population.   
 

The virus news: 

• The good news: 

o One of the early concerns as hospitalizations rose was a shortage of ventilators.  

There were measures taken to repurpose assembly lines to make the medical 

device.  As we have noted in earlier reports, there have been cases of silent 

hypoxia, where patients have blood/oxygen levels that are critically low yet seem 

to exhibit little distress.  The usual protocol in such cases is to deploy a ventilator.  

However, due to the lack of distress, doctors are now using less invasive measures 

to raise oxygen levels, instead deploying CPAP machines, laying patients in a 

prone position or giving oxygen.   

• The bad news: 

o We are seeing countries around the world scale back their social distancing 

measures.  Results so far suggest that opening up is leading to rising case counts. 

▪ In Iran, the number of confirmed cases has increased by 50% since early 

May following the decision to ease social distancing measures.  Despite 
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this rise, Tehran has scheduled a phased reopening over the next two 

weeks. 

▪ South Korea has been given high marks for its handling of the virus.  The 

country used aggressive testing, contact tracing and quarantine to keep 

infections at bay.  However, as the country has eased restrictions, it too is 

seeing new increases and has ordered nightclubs and bars closed.    

▪ Northeastern China is reporting a rise in infections.  Shulan, a city in Jilin 

province, has been put on elevated alert.  What is worrying about this 

news is that Jilin borders North Korea; Pyongyang claims it has no 

infections, which is highly improbable.  Although the border has been 

closed for weeks, there are worries that North Koreans may be moving 

across the border and bringing new cases into China.  Meanwhile, Wuhan 

has reported its first new COVID-19 cases since the lockdown.   

o One of the characteristics of this virus is that children seem to either be 

asymptomatic or suffer mild cases.  However, there are reports that three children 

in New York have perished from a virus-related condition.  Although the number 

is clearly small, we watch for such changes as indications of mutation.  

o Domestic counterintelligence agencies are warning that China is making a 

concerted effort to hack U.S. research on vaccine development and antiviral 

therapies.  China isn’t the only one.  Allies such as South Korea and Vietnam, and 

enemies such as Iran, have been reportedly active as well.    
 

The policy news: 

• We have been reporting for some time our concerns about the non-bank mortgage 

servicers.  As more mortgage holders need forbearance, the servicers are caught between 

needing to provide payment on mortgages to meet the obligations of mortgage bond 

holders and the lack of payments from homeowners.  Most of these firms lack the 

financial backstops that banks have.  We continue to expect the Fed to eventually provide 

support for this part of the mortgage industry, but, to date, it has not.   

• As we noted last week, the financial markets were signaling growing odds that the Fed 

may consider negative interest rates.  Fed officials downplayed the likelihood and we 

tend to agree.  The Fed is more likely to engage in balance sheet expansion and forward 

guidance but seems to hold that the benefits of negative rates are more than offset by the 

costs. 

• The next round of stimulus is under debate.  House Democrats are pressing for another 

trillion in stimulus spending; so far, the Senate is cool to the idea and the White House 

appears noncommittal.  An interesting element of the proposals is a temporary form of 

universal basic income, a key part of Andrew Yang’s presidential bid.   

• We have seen a strong rally in corporate debt since the Fed announced its support 

program.  However, so far, the Fed actually hasn’t bought anything, a clear indication of 

the impact of announcement effects.  The actual buying is just about to start.   
 

The economic news: 

• Last week’s jobs data was mostly bad; there are scattered reports that companies are 

planning further job cuts as economic growth slows.  Employment data tends to be a 
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coincident to lagging numbers.  This lagging characteristic will likely continue as we are 

seeing widespread reports of new layoffs being announced.   

• Surveys of corporate leaders indicate growing worries about rising protectionism.  This 

isn’t news, as globalization likely peaked in 2006, but the idea of deglobalization has 

moved from being a fringe idea to mainstream.  We note that in 2019, Chinese 

investment into the U.S. fell to its lowest level since the Great Financial Crisis, likely a 

reflection of growing tensions between the two nations.  In Q1, FDI rose $200 mm, down 

from last year’s quarterly average of $2.0 bn.  Of course, much of this decline can 

probably be attributed to COVID-19-related disruptions.   
 

The market news: 

• One of the downsides of low interest rates is that it makes some financial products very 

difficult to create.  There are reports that life insurance companies are refusing to 

underwrite policies due to low interest rates.   
 

The foreign policy news: 

• For years, economists have argued that China’s economy was overly dependent on 

investment and exports.  In fact, China’s policy mix deliberately disadvantaged 

households, forcing them to oversave.  This saving provided funds for investment but as 

household saving continued to rise, it swamped the needs of domestic investment, leading 

to large trade surpluses.  As China prepares its 14th five-year plan, policymakers are 

anticipating a more hostile foreign environment that will require more domestic-driven 

demand.  Perhaps deglobalization will finally prompt a policy mix that boosts domestic 

consumption and reduces the trade surplus.   

o China’s credit growth in Q1 rose CNY 1.7 bn, a yearly change of 13.1%.  The 

PBOC is vowing more aggressive growth policies but has refused to offer details.   

• The U.K. has outlined its reopening process.  Although most stay-at-home orders remain 

in place, relaxation starts in earnest on June 1, when primary schools reopen.  Additional 

openings are expected in early July.  The U.K. will impose a quarantine on air travelers.   

• In response to the drop in oil revenues due to lower oil prices, Saudi Arabia announced a 

series of measures designed to reduce the impending fiscal deficit.  Spending will be cut 

and its VAT rate will be tripled.  Austerity is rarely popular, so we will be watching the 

reaction to these measures from Saudi citizens.  We note that the kingdom has announced 

a unilateral 1.0 mbpd cut in production, likely in a bid to lift prices and oil revenues; oil 

prices jumped on the news. 
 

Iran:  At least 19 Iranian sailors died in what appears to be a friendly-fire accident during naval 

exercises.  Although details are sketchy, it looks like a vessel was mistakenly struck by a ship-to-

ship missile.  The exercises were being held in the Gulf of Oman; there are no reports that any 

U.S. ship was in the vicinity.  
 

India/China:  The border between the two nations has been in dispute for some time but, since it 

sits in the inhospitable Himalayan mountain range, military operations tend to be limited.  It 

appears that soldiers from both nations exchanged words and non-lethal blows over the weekend 

before officers on both sides ordered troops to disengage.  
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U.S. Economic Releases 
 

There were no domestic releases scheduled prior to the publication of this report.  The table 

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

EDT Indicator Expected Prior Rating

Mortgage Delinquencies q/q 1Q 3.8% **

MBA Mortgage Foreclosures q/q 1Q 0.8% **

Speaker or event

12:00 Raphael Bostic Discusses the Response to COVID-19 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.  
 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Aggregate Financing CNY m/m Apr 3090.0b 5150.0b 2775.0b ** Equity bullish, bond bearish

Money Supply M2 y/y Apr 11.1% 10.1% 10.3% ** Equity bullish, bond bearish

New Yuan Loans CNY m/m Apr 1700.0b 2850.0b 1300.0b ** Equity bullish, bond bearish

Money Supply M0 y/y Apr 10.2% 10.8% 10.0% ** Equity and bond neutral

Money Supply M1 y/y Apr 5.5% 5.0% 5.7% ** Equity and bond neutral

New Zealand Card Spending Retail m/m Apr -46.8% -3.9% -50.0% ** Equity bearish, bond bullish

Card Spending Total m/m Apr -48.0% -8.7% ** Equity bearish, bond bullish

ANZ Business Confidence m/m May -45.6 -66.6 ** Equity and bond neutral

ANZ Activity Outlook m/m May -42.0 -55.1 ** Equity and bond neutral

Europe

Italy Industrial Production m/m Mar -28.4% -1.2% -20.0% *** Equity bearish, bond bullish

Switzerland Domestic Sight Deposits w/w 8-May 586.9 Bil 579.5 Bil ** Equity and bond neutral

Total Sight Deposits w/w 8-May 669.1 Bil 663.8 Bil ** Equity and bond neutral

AMERICAS

Mexico IBGE Inflation IPCA y/y Apr 2.4% 3.3% 2.5% *** Equity and bond neutral

Canada Housing Starts m/m Apr 171.3k 195.2k 105.0k *** Equity bullish, bond bearish

Net Change in Employment m/m Apr -1993.8k -1010.7k -4000.0k ** Equity bullish, bond bearish

Unemployment Rate m/m Apr 13.0% 7.8% 18.1% *** Equity bullish, bond bearish

Hourly Wage Rate Permanent Employees m/m Apr 10.5% 6.1% 7.5% ** Equity bullish, bond bearish

Full Time Employment Change m/m Apr -1472.0 -474.0 ** Equity and bond neutral

Part Time Employment Change m/m Apr -521.9 -536.7 ** Equity and bond neutral

Participation Rate m/m Apr 59.8 63.5 61.4 ** Equity and bond neutral

Building Permits m/m Mar -13.2% -7.3% -20.0% ** Equity and bond neutral  
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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) 43 45 -2 Down

3-mo T-bill yield (bps) 10 11 -1 Neutral

TED spread (bps) 34 34 0 Up

U.S. Libor/OIS spread (bps) 5 5 0 Up

10-yr T-note (%) 0.69 0.68 0.01 Neutral

Euribor/OIS spread (bps) -25 -26 1 Neutral

EUR/USD 3-mo swap (bps) 8 6 2 Down

Currencies Direction

dollar Up Neutral

euro Down Up

yen Down Up

pound Down Down

franc Down 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. 
 

Price Prior Change Explanation

Brent $30.17 $30.97 -2.58% Fears of Second Wave of Infections

WTI $24.18 $24.74 -2.26%

Natural Gas $1.84 $1.82 0.71%

Crack Spread $14.86 $14.73 0.90%

12-mo strip crack $10.83 $10.71 1.14%

Ethanol rack $1.27 $1.27 0.32%

Gold $1,699.90 $1,702.70 -0.16%

Silver $15.43 $15.51 -0.52%

Copper contract $238.00 $240.60 -1.08%

Corn contract 320.75$       319.25$       0.47%

Wheat contract 521.00$       522.00$       -0.19%

Soybeans contract 849.75$       850.50$       -0.09%

Baltic Dry Freight 514 534 -20

Shipping

Energy Markets

Metals

Grains

 
 

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 Pacific region.  Precipitation is expected for most of the 

country, with dry conditions expected in the Southwest. 
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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. 
 

May 8, 2020 
 

The U.S. economy has been hit with shelter-in-place orders that have depressed consumption and 

reduced production.  The economic readings on Q2 will be historically bad, perhaps even worse 

than the Great Depression.  However, based on the assumptions that (a) aggressive policy 

support will continue, and (b) the pandemic will wane over time, either due to natural herd 

immunity or medical intervention, financial markets are assuming the impact of COVID-19 will 

be severe in impact but short in duration.  Although we mostly agree with that assessment, the 

rebound has much to do with how GDP is reported.  The common way is to annualize the 

quarterly change.  Thus, if we get a large decline in Q2, a very modest rise in GDP in Q3 will 

tend to look quite large.  This is not the only way to measure the change in GDP.  The year-on-

year change will look less onerous in Q2 but won’t look as impressive in Q3.   

 

Another way we like to look at the GDP data is against its long-term trend.  To forecast Q2 GDP, 

we are taking advantage of a new high-frequency index created by the New York FRB.  The 

index is designed to measure the yearly change in GDP—how much GDP has changed compared 

to Q2 2019.  It is currently forecasting about a 12% yearly change.1  We can then take that 

number and calculate what the level of GDP looks like compared to its long-term trend. 
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1 Although this is not the focus of this report, the forecast level of decline is consistent with a 35% drop in 
annualized GDP in Q2.   

https://www.confluenceinvestment.com/category/asset-allocation-reports/asset-allocation-weekly/
https://www.newyorkfed.org/research/policy/weekly-economic-index
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To generate this chart, we log-transform real annual GDP and regress a time trend through the 

data.  The important line is the lower deviation line.  There are two periods when GDP was well 

below trend; the Great Depression and the post-Great Financial Crisis to the present.  The Great 

Depression showed a massive drop in the level of GDP that took until 1942 to return to trend.  

Although fiscal and monetary policy were expanding after 1932, it took war spending to finally 

bring the economy back to trend.  What has been disconcerting about the past expansion is that it 

was much slower than the long-term trend.  And so, the level of GDP continued to fall compared 

to trend; our estimate for GDP in the COVID-19 recession shows a downleg in growth that is 

rivaling levels seen in 1935.   

 

The point of this analysis is that the trend should represent some degree of capacity.  It is 

possible the trajectory for GDP that held from 1901 to 2008 is no longer possible.  But, if that 

trendline does represent a normal level for GDP, it would suggest the economy can absorb 

aggressive fiscal and monetary policy expansion before inflation becomes a problem.  If inflation 

starts to rise before the trendline is achieved, it would confirm that the trendline is no longer 

valid; however, for the political class, it would seem natural to find out if the long-term trend line 

remains a measure of capacity.  In other words, we would expect even more deficit spending and 

easy monetary policy until inflation returns.  Given how far GDP remains below trend, the return 

of inflation may take a rather long time.   

   

  
 
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 5/8/2020 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 5/8/2020 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 

 

May 7, 2020 
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Based on our methodology,2 the current P/E is 21.5x, up 1.8x from last week.  The rise in the P/E 

was caused by the recovery in the S&P and rapidly falling earnings estimates, especially for Q2. 

It is not unusual for the multiple to rise during recessions.  Although earnings decline, investors 

look past the current decline to an earnings recovery in the future and thus “buy now.”  The 

multiple will tend to decline as the economic recovery develops. 

 

 
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 (Q3 and Q4) and two estimates (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. 


