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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 15, 2020—9:30 AM EDT] Global equity markets are generally flat this morning.  

The EuroStoxx 50 is unchanged from its last close.  In Asia, the MSCI Asia Apex 50 closed 

down 0.2% from its prior close. Chinese markets were mixed, with the Shanghai Composite 

down 0.1% from the prior close and the Shenzhen Composite up 0.2%.  U.S. equity index futures 

are signaling a flat open.  With 449 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, 66.8% of the companies have reported earnings 

above forecast, while 28.1% have reported earnings below forecast.   
 

Good morning and happy Friday!  Equity markets are weaker after a rather robust recovery 

yesterday.  Trade worries appear to be a problem.  We update the COVID-19 news.  Retail sales 

are out this morning—details below.  Here is what we are watching: 
 

COVID-19: The number of reported cases is 4,444,670 with 302,493 deaths and 1,588,858 

recoveries.  In the U.S., there are 1,417,889 confirmed cases with 85,906 deaths and 246,414 

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 Japan has lifted its state of emergency in 39 of the nation’s 47 prefectures.  The 

major cities, Osaka and Tokyo, remain under emergency orders, but the 

government is planning on ending those orders by May 21.   

o A large-scale study on the use of plasma from infected patients to others was 

found to be safe, passing Phase 1 of the process.  The next step is to see if the 

process reduces symptoms in those infected.   

o The CDC has released guidelines for reopening.   

• The bad news: 

o Health care workers in Russia are dying at an alarming rate from COVID-19.  

PPE is generally lacking in Russia and the health care system suffers from 

underinvestment.    

o We have been worried that the race for a vaccine would become so politicized 

that it would hamper research and production.  The head of Sanofi (SNY, $47.67), 

a French company, caused a stir when he indicated he would give preference to 

the U.S. for vaccine supplies because America has provided more money for 
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research and development.  Needless to say, the Europeans were not pleased.  

However, this comment raises the problem of free riding; why shouldn’t the U.S. 

get preferential treatment?  At the same time, there is a moral argument that 

suggests there should be equal access.  However, in reality, what would that 

mean?  Equal by what standard?  This row suggests that even when a vaccine is 

ready, factors for distribution will be difficult to create without triggering a 

political backlash.   
 

The policy news: 

• The House will vote today on a $3.0 trillion fiscal package.  Although the Democrat-

sponsored bill should pass, it is meeting some resistance within the party.  The bill 

appears to have lots of unrelated spending and the GOP-controlled Senate has already 

declared it won’t pass in its current form.   

o The package includes aid for states.  This is a problem for the GOP as there are 

some states that have created a problem for themselves by creating pension 

programs they can’t fund.  Thus, the GOP does not want to reward such behavior.  

At the same time, in the last recovery, falling state fiscal spending more than 

offset federal stimulus.  States usually do their budgeting now for a June deadline.  

It is almost certain that without some form of aid, state-level spending will decline 

precipitously due to the lack of revenue.  Because states don’t print the money 

they borrow in, they must balance their budgets.  If lawmakers are not careful, we 

could have a situation where fiscal spending is much less than advertised because 

states are cutting back as the federal government spends.   

• The Fed published a report on consumer finances; no surprise, lower income households 

have been severely hurt by the pandemic.  Nearly 40% of workers earning <$40k per year 

have lost their jobs. 

• Seventy-five percent of small businesses have applied for government aid.  So far, just 

under 40% have received help.  It is likely the number of those receiving aid will rise in 

the coming weeks, but the fear is that some may not survive long enough to get support.   

• Chair Powell and other members of the FOMC have made it abundantly clear they will 

not take policy rates below zero.  And yet, futures markets continue to signal that such an 

outcome is possible.  Why is that?  One factor driving this outcome is a peculiarity of 

interest rate swaps.  Let’s say I have a fixed rate loan and I think rates are going to fall.  I 

could go to my bank and repaper the loan to a floating rate.  Or, we could do a swap.  

Instead of paying my fixed rate, the bank and I make a deal where I pay the difference on 

some short-term interest rate compared to the current rate.  So, if rates, fall, I pay less.  

However, once rates fall below zero, as the borrower, I would be required to pay the 

bank.  Borrowers don’t want that risk, so banks offer a downside cap that keeps the rate 

at zero.  To make that cap, banks go to the futures market and short the instrument so it 

would pay them if the rate goes negative. Thus, the rate signaling may be less about 

expectations and more about the mechanics of swaps.   
 

 

 

 

https://www.wsj.com/articles/sanofi-irks-france-by-saying-u-s-would-get-any-covid-19-vaccine-first-11589487379?shareToken=st51f729eaf620459d9d5514c407eb4ca4
https://finance.yahoo.com/news/house-vote-friday-more-virus-052124237.html
https://www.politico.com/news/2020/05/12/house-democrats-pelosi-new-3-trillion-coronavirus-relief-plan-251407
https://www.politico.com/news/2020/05/12/house-democrats-pelosi-new-3-trillion-coronavirus-relief-plan-251407
https://www.wsj.com/articles/states-were-prudent-heres-why-they-need-a-bailout-anyway-11589462541?shareToken=st8249282d1e8749f39eae42eeff5fc410
https://www.federalreserve.gov/publications/files/2019-report-economic-well-being-us-households-202005.pdf?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.wsj.com/articles/economic-shock-of-virus-hit-lower-income-households-harder-fed-finds-11589472735?shareToken=st720ac84fc3114fc786dc9d6b0b82b3e9
https://www.wsj.com/articles/economic-shock-of-virus-hit-lower-income-households-harder-fed-finds-11589472735?shareToken=st720ac84fc3114fc786dc9d6b0b82b3e9
https://nyti.ms/2X32fq2
https://nyti.ms/2X32fq2
https://www.wsj.com/articles/coronavirus-drives-75-of-small-businesses-to-seek-federal-aid-11589476452?shareToken=stc71d7c2d01ba4428bc70a573c875f9d6
https://www.ft.com/content/66ad3c37-3e0f-47f7-aa6c-ba4935c8de51
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The economic news: 

• Thousands of stores are expected to close their facilities as consumers continue to 

embrace online buying.  As these stores close, it will remake the look of commercial 

property in the U.S. 
 

The foreign news: 

• As usual, there was lots of China news: 

o Relations between the U.S. and China remain tense.  In an interview yesterday, 

President Trump suggested that “we could cut off the whole relationship.”  The 

president proposed that Chinese firms may be required to meet U.S. accounting 

standards to acquire a U.S. exchange listing, although he did acknowledge this 

could simply mean Chinese firms may list elsewhere.  The president did seem to 

suggest that Phase 1 could be in trouble; China is stepping up farm purchases, 

indicating it doesn’t want to see this agreement fail.   

o Taiwan Semiconductor (TSM, 52.10) announced it will build a chip factory in 

Arizona.  This is a significant act by the firm, which has always straddled the East 

and West.  By moving production to the U.S., it is signaling a greater reliance on 

the U.S.  This move will clearly get the attention of Beijing and may prompt 

greater chip self-sufficiency by China.   

o The Global Times, a tabloid in China, published an article suggesting that China 

should consider retaliatory measures in response to various COVID-19 lawsuits 

emanating from the U.S.  One idea floated was to freeze U.S. assets in China.  

Although this source is not considered an official mouthpiece for the Chinese 

leadership, it is a fount of nationalist trial balloons and may reflect a warning to 

Washington that Beijing is not without measures it can take. 

o The National People’s Congress (NPC) meeting starts today after a two-month 

delay due to the pandemic.  We are watching to see: 

▪ What growth forecast, if any, China establishes.  Even a 3% target for the 

year would require a robust recovery.  On the other hand, a number below 

that would look bad.  One of two outcomes is likely: either (a) they don’t 

offer a forecast, or (b) they make a 6% forecast for a two-year period.  In 

any case, China’s stimulus thus far has been modest and more will be 

needed if these sorts of numbers are going to be reached.  On the other 

hand, if there is no forecast, stimulus will likely remain modest.   

▪ We will be watching for any clues about an official response to cooling 

U.S. relations. 

o The U.S.S. McCampbell transited the Taiwan strait yesterday.  This is a “freedom 

of navigation” maneuver that will clearly get the attention of Beijing.  It is also 

notable this occurred a week before the inauguration of Tsai Ing-wen to her 

second term.  China views the Taiwan leader as a separatist and thus the 

McCampbell sailing will be seen as a show of support for the incoming president.   

o As we noted yesterday, the head of the WTO has resigned a year before his term 

ended.  It is apparently setting off a leadership struggle as both the U.S. and China 

vie to put “one of their own” in that role.   

https://www.wsj.com/articles/coronavirus-finishes-the-retail-reckoning-that-amazon-started-11589459920?shareToken=stfedab3ffdf35498499d23b9e07e898cc
https://www.wsj.com/articles/coronavirus-finishes-the-retail-reckoning-that-amazon-started-11589459920?shareToken=stfedab3ffdf35498499d23b9e07e898cc
https://www.wsj.com/articles/trump-may-push-for-chinese-companies-to-follow-u-s-accounting-rules-for-stock-listings-11589459803?shareToken=st1e4383b8c2454e0b88da2285ba2d9e1d
https://www.wsj.com/articles/trump-may-push-for-chinese-companies-to-follow-u-s-accounting-rules-for-stock-listings-11589459803?shareToken=st1e4383b8c2454e0b88da2285ba2d9e1d
https://www.politico.com/news/2020/05/14/trump-crackdown-china-stocks-259499?nname=playbook&nid=0000014f-1646-d88f-a1cf-5f46b7bd0000&nrid=0000014e-f0fe-dd93-ad7f-f8ff7e250002&nlid=630318
https://www.reuters.com/article/us-usa-trade-china-agriculture/china-likely-to-speed-up-buying-of-u-s-farm-goods-cofco-exec-idUSKBN22Q0BT
https://www.wsj.com/articles/taiwan-company-to-build-advanced-semiconductor-factory-in-arizona-11589481659?shareToken=st17a8566682494ffb848ba33a02405a27
https://www.wsj.com/articles/taiwan-company-to-build-advanced-semiconductor-factory-in-arizona-11589481659?shareToken=st17a8566682494ffb848ba33a02405a27
https://nyti.ms/3bvyV0f
https://www.scmp.com/news/china/diplomacy/article/3084360/china-considers-retaliation-us-coronavirus-lawsuits-global?utm_source=copy_link&utm_medium=share_widget&utm_campaign=3084360
https://www.scmp.com/news/china/diplomacy/article/3084360/china-considers-retaliation-us-coronavirus-lawsuits-global?utm_source=copy_link&utm_medium=share_widget&utm_campaign=3084360
https://www.wsj.com/articles/chinese-economys-recovery-from-coronavirus-starts-off-slowly-11589527393?shareToken=stb0d81731346a487fb6a2313043c17a88
https://www.wsj.com/articles/chinese-economys-recovery-from-coronavirus-starts-off-slowly-11589527393?shareToken=stb0d81731346a487fb6a2313043c17a88
https://www.scmp.com/economy/china-economy/article/3084380/coronavirus-economic-impact-china-requires-greater-budget?utm_source=copy_link&utm_medium=share_widget&utm_campaign=3084380
https://www.scmp.com/economy/china-economy/article/3084380/coronavirus-economic-impact-china-requires-greater-budget?utm_source=copy_link&utm_medium=share_widget&utm_campaign=3084380
https://www.reuters.com/article/us-taiwan-security-usa/u-s-sails-warship-near-taiwan-a-week-ahead-of-presidential-inauguration-idUSKBN22Q04R?feedType=RSS&feedName=worldNews
https://www.politico.com/news/2020/05/14/race-for-next-global-trade-chief-starts-early-258772
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• One of the measures of statehood is that a state holds a monopoly on violence.  A country 

that can’t control security is one that doesn’t fully fulfill the role of a nation.  The active 

drug cartels in Mexico have raised this problem.  We note the cartels are using the 

pandemic to burnish their reputations by providing aid to the localities.   
 

Brexit: Brexit talks are not going well.  The latest round of talks ends today.  The EU accuses 

the U.K. of refusing to compromise on key areas, including fisheries and the legal framework 

that will exist between the two sides.  The U.K. is accusing the EU of being “ideological.”  It 

seems unlikely the two sides will have a full deal by year’s end.  This means one of three 

outcomes: (a) we see an extension, although PM Johnson opposes this outcome, (b) a “mini-

deal” that allows the two sides to claim that a deal was struck and then details on a broader deal 

will be worked out in the coming years, or (c) a hard break.  The most likely outcome is (b), 

although the odds of (c) are probably increasing.   

  

U.S. Economic Releases 
 

Retail sales in April were much worse than expected.  Advance retail sales fell 16.4% from the 

prior month compared to expectations of a 12.0% decline.  Retail sales excluding autos fell 

17.2% from the prior month compared to expectations of a drop of 8.5%.  Retail sales excluding 

auto and gas fell 16.2% from the prior month compared to expectations of a 7.6% fall.  Lastly, 

the retail sales control group fell 15.3% from the prior month compared to expectations of a 

5.0% drop. 
 

 
 

The chart above shows the annual change in retail sales.  In April, retail sales fell 21.6% from the 

prior year.  The drop in retail sales reflects growing angst consumers are having about the 

economy going forward, with many preferring to save and pay down debt as opposed to buying 

new goods.  And, of course, with many facilities closed, households have no choice but to reduce 

spending.  We do note that not all areas suffered.  Building materials stores reported flat sales 

compared to last year.  Grocery stores were up 13.2% from last year, although that compares 

with a 30.9% rise last month.  Liquor store sales are up 22.7%.  Warehouse club sales are up 

15.3%.  Overall, however, the retail sales data is abysmal.   

https://www.wsj.com/articles/mexicos-cartels-distribute-coronavirus-aid-to-win-popular-support-11589480979?shareToken=ste793984ac1394bfd8247fa3229374837
https://www.wsj.com/articles/mexicos-cartels-distribute-coronavirus-aid-to-win-popular-support-11589480979?shareToken=ste793984ac1394bfd8247fa3229374837
https://www.bloombergquint.com/politics/brexit-talks-head-to-the-brink-with-key-disagreements-unresolved
https://www.bloombergquint.com/politics/brexit-talks-head-to-the-brink-with-key-disagreements-unresolved
https://www.independent.co.uk/news/uk/politics/uk-brexit-trade-talks-eu-ideological-michel-barnier-boris-johnson-a9516376.html
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The Empire Manufacturing Index, which measures manufacturing activity in New York, showed 

an improvement in manufacturing activity.  In the month of May, the index came in at -48.5, 

better than the previous month’s reading of -78.2 and above expectations of -60.0.  However, the 

persistent weakness in the index reflects the economic toll the pandemic continues to have on 

manufacturing production.  Even though we expect the index to pick up in the coming months as 

the economy begins to reopen, given weakness in consumption it isn’t clear whether production 

will return to pre-COVID-19 levels. 
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The chart above shows the Empire Manufacturing Index along with its six-month moving 

average.  Despite the improvement in the index, the moving average fell from -12.7 to -21.2.  

The decline in the index reflects the movement within the series.  
 

In April, industrial production fell 11.2% from the prior month compared to expectations of a 

drop of 12.0%.  Capacity utilization declined from 72.7% to 64.9%, above expectations of a 

utilization rate of 63.8%.  Lastly, manufacturing production fell 13.7% from the prior month 

compared to expectations of a drop of 14.6% 
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The chart above shows the level of industrial production. The current level is 92.6. 
 

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

EDT Indicator Expected Prior Rating

10:00 Business Inventories m/m Mar -0.2% -0.4% **

10:00 JOLTS Job Openings m/m Mar 5800 6882 ***

10:00 U. of Mich. Sentiment m/m May 68 71.8 ***

10:00 U. of Mich. Current Conditions m/m May 62.8 74.3 **

10:00 U. of Mich. Expectations m/m May 60.2 70.1 **

10:00 U. of Mich. 1 Yr Inflation m/m May 2.0% 2.1% **

10:00 U. of Mich. 5-10 Yr Inflation m/m May 2.5% **

16:00 Net Long-term TIC Flows m/m Mar $49.4 Bil **

16:00 Total Net TIC Flows m/m Mar -$13.4 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. 
 
Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China Foreign Direct Investment  CNY y/y Apr 11.8% -14.1% ** Equity bullish, bond bearish

Industrial Production y/y Apr 3.9% -1.1% 1.5% *** Equity bullish, bond bearish

Retail Sales y/y Apr -7.5% -15.8% -6.0% ** Equity bearish, bond bullish

Property Investment YTD y/y Apr -3.3% -7.7% -4.5% ** Equity and bond neutral

Fixed Assets Ex Rural YTD y/y Apr -10.3% -16.1% -10.0% ** Equity bearish, bond bullish

Surveyed Jobless Rate m/m Apr 6.0% 5.9% 5.8% *** Equity bearish, bond bullish

Japan Machine Tool Orders y/y Apr -48.3% -40.7% * Equity bearish, bond bullish

Loans & Discounts Corp y/y Mar 2.2% 2.4% * Equity and bond neutral

PPI y/y Apr -2.3% -0.4% -1.4% ** Equity bullish, bond bearish

New Zealand REINZ House Sales y/y Apr -78.5% -4.8% ** Equity bearish, bond bullish

BusinessNZ Manufacturing PMI m/m Apr 26.1 ** Equity and bond neutral

Europe

Eurozone Trade Balance SA m/m Mar 23.5b 25.8b 17.0b ** Equity bullish, bond bearish

Employment y/y 1Q 0.3% 1.1% *** Equity and bond neutral

GDP SA y/y 1Q -3.2% -3.3% -3.3% *** Equity and bond neutral

France CPI EU Harmonized m/m Apr 0.0% 0.1% 0.1% *** Equity and bond neutral

CPI m/m Apr 0.0% 0.1% 0.1% *** Equity and bond neutral

Germany PPI m/m Apr -0.7% -0.8% -0.6% ** Equity bullish, bond bearish

GDP SA q/q 1Q -2.2% 0.0% -2.2% *** Equity and bond neutral

Italy Industrial Sales m/m Mar -25.8% -2.1% ** Equity bearish, bond bullish

Industrial Orders m/m Mar -26.5% -4.4% ** Equity and bond neutral

Russia Money Supply Narrow Def w/w 8-May 12.20 Tril 12.11 Tril ** Equity and bond neutral

AMERICAS

Mexico Manufacturing Sales m/m Mar -9.2% 0.5% -4.5% ** Equity bearish, bond bullish  
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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) 39 42 -3 Down

3-mo T-bill yield (bps) 11 11 0 Neutral

TED spread (bps) 28 31 -3 Up

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

10-yr T-note (%) 0.60 0.62 -0.02 Neutral

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

EUR/USD 3-mo swap (bps) 10 11 -1 Down

Currencies Direction

dollar Down Neutral

euro Flat Up

yen Up Up

pound Up Down

franc Flat Up

Central Bank Action Current Prior Expected

Mexican Overnight Rate 5.500% 6.000% 5.500% On forecast  
 

Commodity Markets 

 

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

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

Price Prior Change Explanation

Brent $31.81 $31.13 2.18% Demand Pessimism

WTI $28.13 $27.56 2.07%

Natural Gas $1.72 $1.68 2.02%

Crack Spread $11.12 $10.97 1.40%

12-mo strip crack $10.24 $10.16 0.85%

Ethanol rack $1.28 $1.28 0.10%

Gold $1,731.52 $1,730.30 0.07%

Silver $16.23 $15.87 2.26%

Copper contract $235.90 $234.60 0.55%

Corn contract 318.50$       317.50$       0.31%

Wheat contract 505.75$       502.25$       0.70%

Soybeans contract 839.50$       837.00$       0.30%

Baltic Dry Freight 393 398 -5

Actual Expected Difference

Crude (mb) -0.1 5.0 -5.1

Gasoline (mb) -3.5 -2.5 -1.0

Distillates (mb) 3.5 4.5 -1.0

Refinery run rates (%) -2.60% 0.50% -3.10%

Natural gas (bcf) 103.0 105.0 -2.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report
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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 to move eastward 

into the Midwest, with dry conditions expected for the eastern region.  The Atlantic hurricane 

season officially runs from June 1 to October 31; however, for the second straight year, we may 

see the first named storm of the year before the official start date.  Here is the National Hurricane 

Center’s report. There is some cyclone formation along the southern tip of Florida.

https://amp.cnn.com/cnn/2020/05/13/weather/tropical-arthur-forecast-weekend/index.html
https://amp.cnn.com/cnn/2020/05/13/weather/tropical-arthur-forecast-weekend/index.html
https://www.nhc.noaa.gov/
https://www.nhc.noaa.gov/
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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 15, 2020 
 

As the Federal Reserve expands its balance sheet and the federal deficit balloons, there is a 

legitimate concern about the potential for inflation.  In this week’s report, we will examine 

inflation from a theoretical perspective.   
 

There are two simple tools we use to discuss inflation, the equation of exchange and the 

intersection of aggregate supply and demand.  To start, this is the equation of exchange: 
 

MV=PQ 
 

M is the money supply and V represents the speed at which it is spent; on the other side of the 

equation is P, the price level, and Q, output.  In the calculation of the variables, the right side of 

the equation is nominal GDP and M is one of the various formulations of the money supply.  

However, the power of the equation, in our opinion, comes from what the variables represent.  

For example, Q is best thought of as the productive capacity of the economy, the ability of an 

economy to procure goods and services.  It would include not just actual production, but also 

excess capacity.  And V isn’t just a residual; it can tell us the effectiveness of money policy.   
 

The classical economists assumed that V and Q were fixed; V represented the institutional 

structure of money demand and thus only changed when spending and income patterns were 

adjusted.  Since prices were flexible, Q was always at full employment and thus didn’t change.  

If these assumptions were true, any increase in M would lead to a proportional rise in P.  

However, it turns out neither V nor Q were fixed; in some periods, increasing M led to higher 

price levels, but in others, it did not.   
 

In the last episode of the Federal Reserve balance sheet expansion, velocity fell, leaving prices 

and quantity mostly unchanged. 

 

https://www.confluenceinvestment.com/category/asset-allocation-reports/asset-allocation-weekly/
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This chart shows calculated velocity and the Fed’s balance sheet.  The gray shaded areas indicate 

periods of official QE.  Note that there is a strong inverse correlation between velocity and the 

balance sheet expansion, suggesting that households and businesses are not demanding the funds 

being provided to the banking system.  Thus, the inflationary impact of expansionary monetary 

policy has been reduced.  Given current risks in the economy and markets, we would expect the 

current balance sheet expansion to lead to a similar result in the short run—another decline in 

velocity. 
 

The second tool is aggregate supply and aggregate demand.  Although neither of these can be 

calculated with any degree of confidence, we can use the tools for illustration.   
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The key point to this schematic lies in the supply curves, labeled S, S1 and S2.  The latter is what 

we believe is our current supply curve; demand has shifted from D to D1.  One of the 

consequences of COVID-19 is that we expect the trend toward deglobalization to accelerate, 

which would likely mean a shift in the supply curve from S2 to S1.  As deglobalization is 

eventually tied to reregulation of the economy, we will shift to S.  Of course, the key to rising 

prices will be the path of demand.  The longer it takes for demand to recover, the less likely it is 

that inflation will return with any significance.  However, when demand returns, we will likely 

see upward price pressures; if rising demand coincides with the eventual shift to the terminal 

supply curve S, the markets could be in for a notable inflation surprise.  We don’t expect this 

terminal shift to occur in the next three years, but it is highly likely in the latter half of the 

decade.   
 

Tying this back to the equation of exchange, the supply curves above are represented by Q.  So, 

as supply becomes increasingly constrained, velocity will need to fall further in order for prices 

to remain steady as the money supply rises.  If inflation expectations change, it would be 

reasonable to expect velocity to increase, which would tend to lead to higher inflation.  The key 

points from this analysis are that (a) Fed policy actions, in isolation, are not necessarily 

inflationary, and (b) constraining supply, which is an element of deglobalization, could lead to 

higher price levels once demand recovers.   

 

 

 
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 5/14/2020 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 5/14/2020 close) 

 

-40.0% -20.0% 0.0% 20.0%

Small Cap

Real Estate
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Emerging Markets ($)

Foreign Developed (local currency)
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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 14, 2020 
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P/E as of 5/13/2020 = 20.4x

 
 

Based on our methodology,1 the current P/E is 20.4x, down 1.1x from last week.  The drop in the 

P/E was due to upward revisions to Q1 earnings.   

 

 
This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the 

authors. It is based upon sources and data believed to be accurate and reliable. Opinions and forward-looking 

statements expressed are subject to change. This is not a solicitation or an offer to buy or sell any security. 

 

 
1 This chart offers a running snapshot of the S&P 500 P/E in a long-term historical context. We are using a specific 
measurement process, similar to Value Line, which combines earnings estimates and actual data. We use an 
adjusted operating earnings number going back to 1870 (we adjust as-reported earnings to operating earnings 
through a regression process until 1988), and actual operating earnings after 1988. For the current quarter, we use 
the I/B/E/S estimates which are updated regularly throughout the quarter; currently, the four-quarter earnings 
sum includes 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. 


