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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 12, 2020—9:30 AM EDT] Global equity markets are mixed this morning.  The 

EuroStoxx 50 is up 0.3% from its last close.  In Asia, the MSCI Asia Apex 50 closed down 1.0% 

from its prior close. Chinese markets were mixed, with the Shanghai Composite down 0.1% 

from the prior close and the Shenzhen Composite up 0.3%.  U.S. equity index futures are 

signaling a flat open.  With 444 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, 67.1% of the companies have reported earnings 

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

Investors today continue to focus on pandemic lockdowns being eased around the world, 

including the reopening of schools in much of Europe, but a bit of caution is rising as some 

countries and localities are seeing a rebound in cases.  As always, we review the key pandemic 

and related news below. 
 

COVID-19:  Official data show confirmed cases have risen to 4,201,921 worldwide with 

286,835 deaths and 1,467,412 recoveries.  In the United States, confirmed cases rose to 

1,347,936 with 80,634 deaths and 232,733 recoveries.  Here is the interactive chart from the 

Financial Times that allows you to compare cases and deaths among countries, scaled by 

population. 
 

Virology 

• In Wuhan, China, where the coronavirus first began to spread, the municipal government 

has launched a 10-day push to test all residents for the virus, following the discovery of a 

cluster of infections a full month after its lockdown ended.  The discovery ended a 35-day 

stretch of zero new locally transmitted cases in the city. 

o The new infections in Wuhan come as other places around the world, including 

South Korea and India, have also seen a rebound in cases after easing their 

lockdowns. 

o The rebound in cases highlights the risk of asymptomatic carriers sparking a 

resurgence of infections after lockdowns are eased.  That danger has taken some 

of the air out of risk assets in recent days.  However, it remains a question 

whether that risk will outweigh the impatience for easing felt by many individuals 

and businesses around the world. 

• Russia reported its tenth straight day of more than 10,000 new coronavirus cases and a 

record number of daily deaths from the virus, making it the world’s second-most affected 
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https://www.wsj.com/articles/coronavirus-latest-news-05-12-2020-11589274563?mod=hp_lead_pos4
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country after the U.S.  Even as President Putin announced federal lockdown orders would 

be eased, Moscow and many local authorities tightened their quarantine rules yesterday, 

including making face masks and gloves mandatory on public transport and in shops. 

• Comparing actual total deaths to normal rates in March through May, a study by the CDC 

estimated the virus has killed thousands more people in New York City than the number 

officially listed as confirmed or probable.  The study’s methodology would likely capture 

not just those who died directly from the virus, but also those who died of health 

problems that were exacerbated by it or the epidemic, including those who died because 

they couldn’t get admitted to an overwhelmed hospital. 

• Japan has become the second country to grant emergency approval of the antiviral drug 

remdesivir to treat critically ill patients with COVID-19.  Prime Minister Abe also said a 

drug known as avigan, from Fujifilm Holdings (FUJIY, 48.68), is in line for clearance by 

the end of the month. 
 

Real Economy 

• Elon Musk, CEO of Tesla (TSLA, 811.29), yesterday said his company is resuming car 

production at its sole U.S. plant in California in defiance of a county order that the 

facility be limited to “minimum basic operations” until it gets approval of an operating 

plan that would protect its workers from the coronavirus. 

o In spite of Musk’s bravura in announcing the production start, it may not be quite 

the act of defiance it seems.  Over the weekend, Tesla filed suit in federal court to 

be allowed to resume operations, and that court could potentially block the county 

order at any time.  Besides, the company was reportedly planning to submit its 

plan for review as early as Monday, and it could be approved quickly.  Finally, 

California Governor Newsome noted that Tesla would likely be allowed to restart 

production next week anyway. 

o All the same, Tesla’s production restart escalates the pushback against state 

lockdown measures, which until now had been largely confined to relatively 

limited groups of individuals and small businesses rather than publicly traded 

companies.  It could therefore help accelerate the ongoing moves to gradually lift 

restrictions, although it could also open Tesla to expensive lawsuits, especially if 

workers feel forced back to the assembly line or if an employee becomes sick and 

dies. 

• Touching on the emerging debate about whether the pandemic will lead to higher or 

lower inflation, China’s April producer price index was down 3.1% year-over-year 

compared with a decline of just 1.5% in the year to March (see tables below in Foreign 

Economic News).  The April CPI was up 3.3% on year compared with 4.3% in the 

previous month.  The cooldown in inflation came mostly from a collapse in commodity 

prices and weakening demand.  In the U.S., the latest CPI data also show weakening 

inflation.  However, the question is whether inflation in the longer term will remain 

lower, or whether problems like supply restrictions will lead to less efficiency and higher 

prices.  The long-term outlook for inflation will have a significant impact on monetary 

policy and bond prices going forward. 

https://www.ft.com/content/776e1bc1-76b2-3055-985a-b37c75cd937f
https://www.wsj.com/articles/new-york-prepares-to-reopen-friday-as-coronavirus-retreats-11589215015?mod=article_inline
https://www.wsj.com/articles/new-york-prepares-to-reopen-friday-as-coronavirus-retreats-11589215015?mod=article_inline
https://www.japantimes.co.jp/news/2020/05/12/national/abe-trump-drug-approvals/#.XrqbBGhKjMI
https://www.japantimes.co.jp/news/2020/05/12/national/abe-trump-drug-approvals/#.XrqbBGhKjMI
https://www.wsj.com/articles/tesla-to-restart-production-elon-musk-says-11589230278?mod=hp_lead_pos2
https://www.wsj.com/articles/tesla-to-restart-production-elon-musk-says-11589230278?mod=hp_lead_pos2
https://www.wsj.com/articles/tesla-to-restart-production-elon-musk-says-11589230278?mod=hp_lead_pos2
https://www.ft.com/content/215d14e2-b062-4565-a24c-9dd83ba03e52
https://www.ft.com/content/215d14e2-b062-4565-a24c-9dd83ba03e52
https://www.ft.com/content/215d14e2-b062-4565-a24c-9dd83ba03e52
https://www.wsj.com/articles/china-economic-data-indicate-v-shaped-recovery-is-unlikely-11589257260
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• Bernard Looney, the new CEO of British oil giant BP (BP, 23.50), warned that the hit to 

crude oil consumption was likely to endure beyond the pandemic, and that the world 

therefore may have already passed “peak oil” demand. 
 

Financial Market Impact 

• Data from the Wilshire Trust Universe Comparison Service shows public pension plans 

in the U.S. lost a median 13.2% in the three months ended March 31, slightly worse than 

the previous record decline in the fourth quarter of 2008.  Despite a partial rebound in 

performance since the beginning of April, the loss will likely make pension costs even 

more burdensome for states, counties, and cities going forward, which will probably 

impact their creditworthiness for years. 
 

U.S. Policy Response 

• The next round of federal fiscal support for the economy, which Democrats in Congress 

hope to introduce as early as this week, may allow local news outlets to participate in the 

Payroll Protection Program of small business loans being run by the SBA. 

• According to a survey conducted by the Global Business Alliance, which represents U.S. 

subsidiaries of groups including BMW, Nestlé, and HSBC in Washington, 77% of its 

members said they thought the U.S. would become more protectionist on trade, cross-

border mergers and acquisitions, and government procurement because of the pandemic. 
 

Foreign Policy Response 

• Germany’s main business organization has signed on to a call for more “fiscal solidarity” 

in Europe, in a sign of widening support in Berlin for a bigger German contribution to the 

EU’s post-coronavirus recovery. 

o Germany, like several other high-saving countries in Europe, fear that grants or 

other aid to debtor countries in southern Europe will be squandered, but they are 

probably also beginning to fear a prolonged loss of markets if the southern 

countries can’t recover soon. 

o That trade-off was brought into stark relief last week, when Germany’s 

constitutional court challenged the European Court of Justice over its approval of 

the ECB’s massive bond-buying program.  Even many conservative Germans 

have said the German court’s move went too far in challenging the Euro system 

and the primacy of EU law over member states’ law. 
 

U.S. Economic Releases 
 

NFIB small business optimism came in above expectations at 90.9 compared to estimates of 

83.0.  According to the survey, small business owners are confident in the underlying strength of 

the economy but are doubtful over future sales. 
 

The following chart shows NFIB Small Business Optimism.  
 

https://www.ft.com/content/21affff2-1e57-4000-a439-62cfef6344fb
https://www.ft.com/content/21affff2-1e57-4000-a439-62cfef6344fb
https://www.ft.com/content/21affff2-1e57-4000-a439-62cfef6344fb
https://www.wsj.com/articles/public-pension-fund-losses-set-record-in-first-quarter-11589240175?mod=hp_lead_pos5
https://www.wsj.com/articles/public-pension-fund-losses-set-record-in-first-quarter-11589240175?mod=hp_lead_pos5
https://www.wsj.com/articles/congress-weighs-coronavirus-aid-for-local-newspapers-broadcasters-11589238146?tesla=y&mod=article_inline
https://www.wsj.com/articles/congress-weighs-coronavirus-aid-for-local-newspapers-broadcasters-11589238146?tesla=y&mod=article_inline
https://www.ft.com/content/cbc25999-de4f-4d95-9f05-a32ea2d39964
https://www.ft.com/content/cbc25999-de4f-4d95-9f05-a32ea2d39964
https://www.ft.com/content/2a7b1b82-1c02-4f63-8543-2145601a63c7
https://www.ft.com/content/2a7b1b82-1c02-4f63-8543-2145601a63c7
https://www.politico.eu/article/vera-jourova-eu-top-court-has-final-word-on-blocs-law/
https://www.politico.eu/article/vera-jourova-eu-top-court-has-final-word-on-blocs-law/
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In April, the consumer price index (CPI) fell 0.8% from the prior month, in line with 

expectations.  Core CPI fell 0.4% from the prior month compared to expectations of a 0.2% drop. 
 

 
 

The chart above shows the annual change in headline CPI and core CPI.  The chart suggests 

transportation and energy prices have been the most affected by the situation.   
 

Real average hourly earnings rose 7.5% from the prior year, while real weekly earnings rose 

6.9% from the prior year.  
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The chart above shows the annual change in real hourly earnings for production and 

nonsupervisory workers.  The lockdown has resulted in the sharpest rise in real monthly earnings 

since the BLS began tracking this data.  Hazard pay and the elimination of some low-paying jobs 

have resulted in a jump in hourly earnings.  
 

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

EDT Indicator Expected Prior Rating

10:00 Mortgage Delinquencies q/q 1Q 3.8% **

10:00 MBA Mortgage Foreclosures q/q 1Q 0.8% **

14:00 Monthly Budget Statement m/m Apr -$737.0 Bil $160.3 Bil **

Speaker or event

9:00 James Bullard on the Economic Outlook President of the Federal Reserve Bank of St. Louis

9:00 Neel Kashkari Discusses the Economy during the Coronavirus President of Federal Reserve Bank of Minneapolis

9:00 Patrick Harker Discusses the Response to Covid-19 President of the Federal Reserve Bank of Philadelphia

9:00 Randal Quarles Appear Before Senate Banking Committee Federal Reserve Vice Chairman of Supervision

17:00 Loretta Mester takes Part in a Moderated Q&A President of the Federal Reserve Bank of Cleveland

Fed Speakers or Events

Economic Releases

District or position

 
 

Foreign Economic News 
 

We monitor numerous global economic indicators on a continuous basis.  The most significant 

international news that was released overnight is outlined below.  Not all releases are equally 

significant, thus we have created a star rating to convey to our readers the importance of the 

various indicators.  The rating column below is a three-star scale of importance, with one star 

being the least important and three stars being the most important.  We note that these ratings do 

change over time as economic circumstances change.  Additionally, for ease of reading, we have 

also color-coded the market impact section, which indicates the effect on the foreign market.  

Red indicates a concerning development, yellow indicates an emerging trend that we are 

following closely for possible complications and green indicates neutral conditions.  We will add 

a paragraph below if any development merits further explanation.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China PPI y/y Apr -3.1% -1.5% -2.5% ** Equity bullish, bond bearish

CPI y/y Apr 3.3% 4.3% 3.7% *** Equity bullish, bond bearish

Japan Official Reserve Assets m/m Apr $1368.6 Bil $1366.2 Bil ** Equity and bond neutral

Leading Index CI m/m Mar 83.8 91.7 84.4 ** Equity bearish, bond bearish

Coincident Index m/m Mar 90.5 95.5 90.7 ** Equity and bond neutral

Australia ANZ Roy Morgan Weekly Consumption m/m 10-May 90.3 89.5 ** Equity and bond neutral

NAB Business Conditions m/m Apr -34 -21 ** Equity bearish, bond bearish

NAB Business Confidence m/m Apr -46 -66 ** Equity and bond neutral

New Zealand ANZ Truckometer Heavy m/m Apr -45.0% -8.0% * Equity bearish, bond bearish

India CPI y/y Apr 5.8% 5.9% 5.9% Equity and bond neutral

Europe

France Bank of France Industry Sentiment m/m Apr 48 51 40 *** Equity and bond neutral

Russia Light Vehicle Car Sales y/y Apr -72.4% 4.0% -32.0% * Equity bearish, bond bearish

AMERICAS

Canada Bloomberg Nanos Confidence w/w 8-May 38.7 37.7 * Equity and bond neutral

Brazil Trade Balance Weekly w/w 10-May $2.475 Bil $1.768 Bil ** Equity and bond neutral

Mexico Industrial Production y/y Mar -5.0% -1.9% -6.3% *** Equity and bond neutral

Manufacturing Production y/y Mar -6.1% -1.0% -6.9% *** 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) 43 45 -2 Down

3-mo T-bill yield (bps) 9 12 -3 Neutral

TED spread (bps) 35 33 2 Up

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

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

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

EUR/USD 3-mo swap (bps) 6 5 1 Down

Currencies Direction

dollar Down Neutral

euro Up Up

yen Up Up

pound Up Down

franc Up Up  
 

Commodity Markets 

 

The commodity section below shows some of the commodity prices and their change from the 

prior trading day, with commentary on the cause of the change highlighted in the last column. 
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Price Prior Change Explanation

Brent $30.50 $29.63 2.94% Supply Pessimism

WTI $25.46 $24.14 5.47%

Natural Gas $1.84 $1.83 0.93%

Crack Spread $13.26 $13.89 -4.56%

12-mo strip crack $10.49 $10.57 -0.83%

Ethanol rack $1.28 $1.28 0.14%

Gold $1,703.64 $1,697.93 0.34%

Silver $15.50 $15.49 0.05%

Copper contract $237.40 $238.00 -0.25%

Corn contract 318.25$       318.50$       -0.08%

Wheat contract 513.75$       517.25$       -0.68%

Soybeans contract 857.00$       855.00$       0.23%

Baltic Dry Freight 474 514 -40

Actual Expected Difference

Crude (mb) 5.0

Gasoline (mb) -2.5

Distillates (mb) 4.5

Refinery run rates (%) 0.50%

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts currently call for warmer temperatures for most of the country, 

with cool conditions expected in the Pacific region.  Precipitation is expected for most of the 

country, with dry conditions 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 5/11/2020 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 5/11/2020 close) 

 

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

Commodities

Small Cap

Real Estate

Mid Cap

Foreign Developed ($)

Emerging Markets ($)

Foreign Developed (local currency)

Emerging Markets (local currency)

Large Cap

US High Yield

US Corporate Bond

Cash

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 

 

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. 


