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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 22, 2020—9:30 AM EDT] Global equity markets are lower this morning.  The 

EuroStoxx 50 is down 0.2% from its last close.  In Asia, the MSCI Asia Apex 50 closed down 

3.1% from its prior close. Chinese markets were lower, with the Shanghai Composite down 1.9% 

from the prior close and the Shenzhen Composite down 2.0%.  U.S. equity index futures are 

signaling a lower open.  With 470 companies having reported, the S&P 500 Q1 earnings stand at 

$33.60, lower than the $35.51 forecast for the quarter.  The forecast reflects a 10.0% decrease 

from Q1 2019 earnings.  Thus far this quarter, 65.7% of the companies have reported earnings 

above forecast, while 29.4% have reported earnings below forecast.   

 

Good morning and Happy Friday!  As a reminder, financial markets will be closed on Monday, 

so the next Daily Comment will come to you on Tuesday.  Hong Kong tensions are depressing 

global equity markets.  We cover the crackdown on Hong Kong.  As usual, we also update the 

latest on COVID-19.  Here is what we are watching: 

 

COVID-19: The number of reported cases is 5,125,612 with 333,382 deaths and 1,964,097 

recoveries.  In the U.S., there are 1,577,758 confirmed cases with 94,729 deaths and 298,418 

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 The CDC has confirmed that COVID-19 primarily spreads from person-to-person 

and not from contaminated surfaces, and our pets are not a vector either.  Instead, 

the virus is transmitted by droplets from people, and dense congregations of 

people are risky. 

o The U.S. is investing $1.2 bn into a potential vaccine that is being researched 

jointly by Oxford and AstraZeneca (ANZ, 55.28).  Their vaccine candidate is 

being tested in humans.   

• The bad news: 

o New research from Imperial College, London indicates that most of the U.S. has a 

R0 that exceeds 1, meaning that the rate of transmission is still prone to rise.   

o Brazil is becoming the world’s hot spot for the virus.   

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.ft.com/content/ef411fd2-5f19-4171-922f-2d32cc9b6788?emailId=5ec75c7a0d5c67000405c503&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/global-stock-markets-dow-update-5-22-2020-11590119578?shareToken=ste5b4e9adcfd34da6b68edee0b8080eef
https://www.wsj.com/articles/global-stock-markets-dow-update-5-22-2020-11590119578?shareToken=ste5b4e9adcfd34da6b68edee0b8080eef
https://www.ft.com/content/76cd9421-9101-3fde-a9c3-85fcc7a93fd0?emailId=5ec75c7a0d5c67000405c503&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.nytimes.com/2020/05/22/world/coronavirus-news.html?campaign_id=51&emc=edit_MBE_p_20200522&instance_id=18689&nl=morning-briefing&regi_id=5677267&section=topNews&segment_id=28775&te=1&user_id=cf9e3e54fec2ede829d24b038d8ab9e3
https://ig.ft.com/coronavirus-chart/?areas=usa&areas=gbr&areasRegional=usny&areasRegional=usnj&cumulative=0&logScale=1&perMillion=0&values=deaths
https://www.washingtonpost.com/health/2020/05/21/virus-does-not-spread-easily-contaminated-surfaces-or-animals-revised-cdc-website-states/
https://www.wsj.com/articles/u-s-to-invest-1-2-billion-to-secure-potential-coronavirus-vaccine-from-astrazeneca-oxford-university-11590063053?shareToken=st30d8235243234b3eb9adcac1cd1b276e
https://nyti.ms/2ARyAsn
https://nyti.ms/2ARyAsn
https://mrc-ide.github.io/covid19usa/#/
https://www.ft.com/content/d46ca987-1574-4737-86a1-cf94d8152539?emailId=5ec75c7a0d5c67000405c503&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/d46ca987-1574-4737-86a1-cf94d8152539?emailId=5ec75c7a0d5c67000405c503&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/065c783e-2402-4c0d-ad40-1b5e38ae96d4?emailId=5ec75c7a0d5c67000405c503&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22


 

 

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

www.confluenceinvestment.com 

 2 

o The head of the government’s Substance Abuse and Mental Health Services 

Administration warns that another round of lockdowns would pose risks to 

American’s mental health. 

The policy news: 

• The Fed continues to warn that there are significant risks for the economy.  Chair Powell 

described the current downturn as “without modern precedent.”  We would concur.  

Vice-Chair Clarida agreed and warned that the U.S. faced a problem of deflation, not 

inflation.  He also said that rate guidance might not return until fall—in March, the Fed 

refrained from publishing a dots chart.   

• As noted yesterday, Congress is working to address flaws in the small business support 

measures.  What is unknown is if they will be able to stem a likely jump in business 

failures.  Sadly, the Senate adjourned without approving any adjustments, meaning 

nothing will occur until next month.  

The finance news: 

• Chinese entities have been borrowing in dollars over the past few years.  A court case in 

Beijing is considering whether “keepwell bonds” offer protection to foreign dollar 

lenders.  A state borrower tied to Peking University is defaulting on debt and the school 

is refusing to back the debt.  If the court finds in favor of the university, it will raise 

doubts about the safety of about $100 bn of these keepwell bonds currently outstanding.   

• Earlier this week, the BOE admitted it was considering negative policy rates.  British 

banks warned against such measures, which tend to narrow net interest margins.  

• On banking, the head of the IMF, Kristalina Georgieva, suggested that all banks suspend 

dividends and buybacks to rebuild capital bases.   

• Meanwhile, in Europe, one of the problems of the monetary policy has been revealed.  A 

central bank can lower the cost of funds for banks, but doing so doesn’t necessarily mean 

banks will lend.  This is what is known as ‘pushing on a string.’  Borrowers in Europe are 

complaining that banks are not lending despite strong incentives from the ECB.   

• In a sign of how desperate corporate borrowers are becoming, firms are aggressively 

borrowing against assets.  Over the years, such borrowing has become rare as credit 

standards have become lax.  Now that fear has returned, banks are demanding collateral, 

although taking the collateral is fraught with risk.   

• Collateralized debt obligations (CLO) are coming under scrutiny again as risky borrowers 

are struggling to service their debts due to the downturn.  CLO’s are created through 

financial engineering and create various classes of debt based on the primacy of the 

payment stream.  Usually the first lender in line gets a high rated debt instrument with a 

low rate; at the back end, a much higher rate is offered.  However, as we saw in 2008, a 

portfolio of risky borrowers is still risky regardless of how the payment line is structured.  

As we have been saying all along, we are watching for ‘holes in the dike’ of the financial 

system that the Fed fails to plug.  This could be another one. 

The economic news: 

https://www.wsj.com/articles/nations-top-mental-health-official-warns-against-a-second-coronavirus-lockdown-11590066006?shareToken=st4af99e1e12b34788bc22fabf5a72efd9
https://www.nytimes.com/2020/05/21/business/economy/fed-chair-warns-this-is-a-downturn-without-modern-precedent.html
https://www.wsj.com/articles/pandemic-poses-most-serious-threat-to-feds-goals-in-our-lifetimes-says-top-fed-official-11590080400?shareToken=st7c050c5713f24e74a3bc06c23f05aff8
https://www.wsj.com/articles/pandemic-poses-most-serious-threat-to-feds-goals-in-our-lifetimes-says-top-fed-official-11590080400?shareToken=st7c050c5713f24e74a3bc06c23f05aff8
https://www.bloomberg.com/news/articles/2020-05-21/fed-may-wait-until-fall-to-give-more-rate-guidance-clarida-says?srnd=markets-vp&sref=p6AmiyaF
https://nyti.ms/2LIDtGp
https://nyti.ms/2LIDtGp
https://www.wsj.com/articles/lawmakers-seek-to-double-duration-of-small-business-loans-11590058811?shareToken=st0aa79d07517d420fbdcab2b9b8ed115e
https://www.ft.com/content/9cd35801-47f6-4842-9958-6c0d8395f593
https://www.ft.com/content/9cd35801-47f6-4842-9958-6c0d8395f593
https://www.ft.com/content/ef3d2730-8aab-4cbd-896c-40b330eb9530?emailId=5ec75c7a0d5c67000405c503&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/f5339e6b-9bb4-48dd-8aad-aadd5f6f0d4f?emailId=5ec75c7a0d5c67000405c503&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/f5339e6b-9bb4-48dd-8aad-aadd5f6f0d4f?emailId=5ec75c7a0d5c67000405c503&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/d85a29fc-9926-11ea-871b-edeb99a20c6e?emailId=5ec75c7a0d5c67000405c503&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/d85a29fc-9926-11ea-871b-edeb99a20c6e?emailId=5ec75c7a0d5c67000405c503&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/europes-recovery-imperiled-by-banks-too-scared-to-lend-11590062406?shareToken=st5466755af09f44a597a1b96a905c7557
https://www.wsj.com/articles/europes-recovery-imperiled-by-banks-too-scared-to-lend-11590062406?shareToken=st5466755af09f44a597a1b96a905c7557
https://www.ft.com/content/79cd7d89-3d61-4383-8abf-a2396a846f42?emailId=5ec75c7a0d5c67000405c503&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/struggling-corporate-borrowers-raise-risks-in-loan-funds-11590143352?shareToken=std6c56d2b85a846a7ae22cbad5426b929
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• There is growing evidence that the economy is bottoming.  We are seeing data in both 

Europe and the U.S. that support the idea that conditions are bad, but not getting worse.  

That usually means the recession will end once the trough is met.  If so, this will be, 

perhaps, the deepest but shortest recession on record.   

• As businesses reopen, the new conditions for conducting operations is becoming 

apparent.  Costs will undoubtedly rise as firms need to support social distancing and 

enhanced sanitation.  Who bears the costs of these measures will be key.   

• One of the effects of the stay-at-home orders is the discovery by firms that some 

employees are effective away from the office.  A number of firms are indicating that 

work from home rules will be relaxed, allowing some workers to continue to work from 

home on a regular basis.  In general, the ability to work from home appears to be a 

function of education. 

 
 

The foreign news: 

• China…lots of news: 

o As we noted earlier this week, the National Party Congress meetings begin today.  

However, policy changes have been announced already, highlighting the ‘rubber 

stamp’ nature of these meetings.  It’s not that the meetings aren’t important, it’s 

just that the approval of policy is not dependent on the votes of the congress.   

o The most market moving event was the new security law for Hong Kong.    

Beijing has been steadily undermining the “one country, two systems” that was 

put in place when the U.K. relinquished the colony back to China in 1997.  

However, under Xi, the undermining has accelerated.  Here are the details and 

ramifications: 

https://www.wsj.com/articles/global-business-activity-starts-to-steady-but-recovery-looks-far-off-11590056004?shareToken=stb775eb4bf22f4c2780c35132b1e65547
https://www.ft.com/content/8ffb5d91-074b-4fd2-8b74-bfbbb60750e7?emailId=5ec75c7a0d5c67000405c503&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.dallasfed.org/research/economics/2020/0521
https://www.wsj.com/articles/the-covid-surcharge-companies-confront-unforgiving-economics-of-coronavirus-11590139802?shareToken=staac24d7994fb45a8b9ee5acf9a82ed72
https://www.wsj.com/articles/the-covid-surcharge-companies-confront-unforgiving-economics-of-coronavirus-11590139802?shareToken=staac24d7994fb45a8b9ee5acf9a82ed72
https://nyti.ms/3cTJCv3
https://nyti.ms/2ZqK3tc
https://www.washingtonpost.com/world/2020/05/21/hong-kong-independence-china-faq/?utm_campaign=wp_todays_worldview&utm_medium=email&utm_source=newsletter&wpisrc=nl_todayworld
https://www.wsj.com/articles/china-legislature-to-consider-draft-bill-on-establishing-framework-for-national-security-law-in-hong-kong-11590068208?shareToken=stc86b6674f7f24f118e9ad14f4dd250c7
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▪ China may base security agencies directly in Hong Kong.  This would 

essentially end the independence of Hong Kong’s police.  Even if Beijing 

doesn’t put offices in place, the mere threat will probably lead the local 

forces to do China’s bidding. 

▪ The new proposal outlaws sedition, treason and succession.  Since China 

follows the “rule by law,” these factors will be defined so broadly that 

they will be used to prevent anything the CPC wants banned.   

▪ It is hard to see how Hong Kong’s relative independence will be 

maintained.  We all knew that the two systems fiction would end in 2047 

when the 50-year deal China signed with Britain expired.  However, this is 

happening much faster than expected.   

▪ Widespread protests are expected, and we will be watching to see how the 

local police respond. 

▪ Perhaps the bigger issue is how does the world (read: U.S.) respond.  In a 

rare bipartisan moment, the Senate is calling for sanctions in response.  

President Trump offered an unspecific response as well.  The White House 

is in a delicate spot; if calls for a crackdown escalate, the Phase 1 trade 

deal could be at risk.  It is also clear that Chairman Xi is making the 

control of Hong Kong a major priority.  If the U.S. pushed back hard, 

personal relations between President Xi and President Trump could fray.  

Given how tensions are rising, the end of their personal chemistry may be 

inevitable.   

▪ The end of Hong Kong as a semi-independent entity will have significant 

financial market ramifications as well.  The financial world has tended to 

treat Hong Kong as a developed world enclave for financial matters.  If 

this ends, look for talent and capital to flee the former colony. 

o As we noted yesterday, increased scrutiny of Chinese listed companies is rising.  

The Chinese search engine Baidu (BIDU.O, $110.03) indicated it was considering 

delisting from NASDAQ (NDAQ, 113.99).  The Committee on Foreign 

Investment in the U.S. (CIFUS) told Esko Bionics (EKSO, 3.04) to break up a 

joint venture with Chinese investors.  The firm was making exoskeleton products 

that ostensibly allow people with disabilities to use their limbs, but it could also 

create ‘super-soldiers’ who could wear the exoskeletons to increase their strength 

and stamina.  We continue to closely watch the delinking between the two 

countries for its impact on individual companies. 

o In light of the pandemic, China has dropped its GDP target.  In some respects this 

wasn’t a surprise.  Given the severe decline in growth, no target this year made 

sense, although there was speculation they might opt for a multi-year target.  

Dropping the target is important, however.  As we have noted before, China can 

achieve any GDP number it wants; it merely has to increase debt growth and 

invest the proceeds to hit the target.  By dropping the target this year, it may be 

signaling that Beijing finally intends to deal with the debt overhang.  This is bad 

https://www.reuters.com/article/us-china-parliament-hongkong/calls-for-protest-march-in-hong-kong-as-china-pushes-new-security-laws-idUSKBN22Y04K
https://www.wsj.com/articles/china-to-allow-state-security-agents-to-police-hong-kong-11590145427?shareToken=st885de3223b7941bcb9bb65bd5bac62df
https://www.axios.com/china-national-security-law-hong-kong-protests-ddd3f9d9-5e39-4365-a351-0b3b4f269bde.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiospm&stream=top
https://www.wsj.com/articles/hong-kong-protesters-fear-end-of-the-road-after-beijing-plans-new-security-law-11590094615?shareToken=st8c399b307e6f4afc833709b7c2f982f8
https://www.wsj.com/articles/hong-kong-protesters-fear-end-of-the-road-after-beijing-plans-new-security-law-11590094615?shareToken=st8c399b307e6f4afc833709b7c2f982f8
https://www.washingtonpost.com/world/asia_pacific/one-country-one-system-the-week-that-china-shredded-its-promise-on-hong-kong/2020/04/24/247fb3e6-7001-11ea-a156-0048b62cdb51_story.html?utm_campaign=wp_todays_worldview&utm_medium=email&utm_source=newsletter&wpisrc=nl_todayworld
https://www.washingtonpost.com/world/asia_pacific/one-country-one-system-the-week-that-china-shredded-its-promise-on-hong-kong/2020/04/24/247fb3e6-7001-11ea-a156-0048b62cdb51_story.html?utm_campaign=wp_todays_worldview&utm_medium=email&utm_source=newsletter&wpisrc=nl_todayworld
https://www.ft.com/content/f2c2c055-cba9-45e1-81f8-94cc76672f14
https://uk.reuters.com/article/uk-usa-china-hongkong-senate/u-s-senators-seek-to-sanction-chinese-officials-over-hong-kong-idUKKBN22Y0H1?il=0&utm_source=POLITICO.EU&utm_campaign=39d8108881-EMAIL_CAMPAIGN_2020_05_22_05_09&utm_medium=email&utm_term=0_10959edeb5-39d8108881-190334489
https://www.reuters.com/article/us-china-parliament-hongkong/china-set-to-impose-new-hong-kong-security-law-trump-warns-of-strong-u-s-reaction-idUSKBN22X19C
https://www.wsj.com/articles/u-s-china-trade-deal-is-intact-larry-kudlow-says-11590088692?shareToken=st0da0864c86314756bd9309a675002580
https://www.wsj.com/articles/u-s-china-trade-deal-is-intact-larry-kudlow-says-11590088692?shareToken=st0da0864c86314756bd9309a675002580
https://www.wsj.com/articles/u-s-china-trade-deal-is-intact-larry-kudlow-says-11590088692?shareToken=st0da0864c86314756bd9309a675002580
https://www.reuters.com/article/us-baidu-delisting-excusive/exclusive-baidu-considers-leaving-the-nasdaq-to-boost-its-valuation-sources-idUSKBN22X1HA?il=0
https://www.reuters.com/article/us-baidu-delisting-excusive/exclusive-baidu-considers-leaving-the-nasdaq-to-boost-its-valuation-sources-idUSKBN22X1HA?il=0
https://www.wsj.com/articles/u-s-panel-orders-breakup-of-california-exoskeleton-firms-venture-with-chinese-investors-11590019513?shareToken=st9b923804b8814eda950f408c8706e848
https://www.wsj.com/articles/u-s-panel-orders-breakup-of-california-exoskeleton-firms-venture-with-chinese-investors-11590019513?shareToken=st9b923804b8814eda950f408c8706e848
https://www.ft.com/content/4c2c6642-04c4-4fc5-bf80-12591975c215?emailId=5ec75c7a0d5c67000405c503&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/china-scraps-gdp-target-for-2020-11590111014?shareToken=st8dd8ac38215a4293921682432fa6ad38
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news for commodity producers; high Chinese growth has been key to supporting 

prices.  Although we do expect some degree of stimulus, not having a target does 

relax the need for stronger growth.   

o The U.S. has sold $180 mm of advanced torpedoes to Taiwan. 

Odds and ends: The U.S. has indicated it will withdraw from the Open Skies Treaty.  This 

treaty allowed commercial airliners to film the ground to see if nations are adhering to treaties.  

Russia has been violating conditions for some time, so the U.S. decided to end its participation.  

The U.S. does plan to have new arms talks that would include China.  Tensions between Greece 

and Turkey are rising again.  Turkey is constructing a nuclear power plant in southern Turkey 

which is worrying Greece.  Turkey is also increasing overflights over the eastern Aegean Sea.   
 

U.S. Economic Releases 
 

There were no economic releases or Fed events scheduled prior to the publication of this report. 
 

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 FX Net Settlement m/m Apr 84.9 Bil 81.6 Bil ** Equity and bond neutral

Japan Nationwide Department Sales y/y Apr -72.8% -33.4% ** Equity bearish, bond bullish

Tokyo Department Store Sales y/y Apr -76.1% -34.6% ** Equity bearish, bond bullish

New Zealand Retail Sales Ex Inflation q/q 1Q -0.7% 0.7% -1.5% ** Equity and bond neutral

Europe

UK Retail Sales Ex Auto Fuel  y/y Apr -18.4% -4.1% -18.6% ** Equity and bond neutral

Retail Sales Inc Auto Fuel  y/y Apr -22.6% -5.8% -21.2% ** Equity bearish, bond bullish

Public Finances (PSNCR) m/m Apr 89.5 Bil 7.2 Bil ** Equity and bond neutral

Central Government NCR m/m Apr 63.5 Bil 21.3 Bil ** Equity and bond neutral

Public Sector Net Borrowing m/m Apr 61.4 Bil 2.3 Bil 49.6 Bil ** Equity and bond neutral

PSNB ex Banking Groups m/m Apr 62.1 Bil 3.1 Bil 42.5 Bil ** Equity and bond neutral

Switzerland Money Supply M3 y/y Apr 1.9% 1.3% ** Equity and bond neutral

Russia Money Supply Narrow Def w/w 15-May 12.34 Tril 12.20 Tril ** Equity and bond neutral

AMERICAS

Mexico Retail Sales y/y Mar -1.3% 2.5% -1.0% ** Equity bearish, bond bullish

Bi-Weekly CPI y/y 15-May 2.8% 2.2% 2.5% ** 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. 

https://www.wsj.com/articles/china-scraps-gdp-target-for-2020-11590111014?shareToken=st8dd8ac38215a4293921682432fa6ad38
https://www.reuters.com/article/us-taiwan-usa-security-idUSKBN22X01N?taid=5ec61430fd929f0001f0d61f
https://nyti.ms/3bQyePt
https://www.ft.com/content/d786abdd-597a-415a-b2d4-48a68906e1ed?emailId=5ec75c7a0d5c67000405c503&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/u-s-russia-plan-talks-aimed-at-limiting-russian-chinese-and-u-s-nuclear-warheads-11590087614?shareToken=st848ba64e92d74e03b3e2ffe616cff15c
https://www.ekathimerini.com/252881/article/ekathimerini/news/greece-decries-turkish-refusal-to-discuss-plant
https://www.ekathimerini.com/252901/article/ekathimerini/news/new-turkish-overflights-in-the-eastern-aegean
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Today Prior Change Trend

3-mo Libor yield (bps) 36 37 -1 Down

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

TED spread (bps) 25 26 -1 Up

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

10-yr T-note (%) 0.64 0.67 -0.03 Neutral

Euribor/OIS spread (bps) -28 -28 0 Neutral

EUR/USD 3-mo swap (bps) 10 9 1 Down

Currencies Direction

dollar Up Neutral

euro Down Up

yen Up Up

pound Down Down

franc Down Up

Central Bank Action Current Prior Expected

RBI Repurchase Rate 4.000% 4.400% On forecast

RBI Reverse Repo Rate 3.350% 3.750% 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 $34.15 $36.06 -5.30% Pessimism about the global economy

WTI $31.69 $33.92 -6.57%

Natural Gas $1.70 $1.71 -0.76%

Crack Spread $10.77 $10.31 4.42%

12-mo strip crack $9.98 $9.88 0.94%

Ethanol rack $1.31 $1.31 -0.06%

Gold $1,732.75 $1,748.18 -0.88%

Silver $17.20 $17.56 -2.01%

Copper contract $245.20 $246.00 -0.33%

Corn contract 319.25$       319.50$       -0.08%

Wheat contract 519.75$       513.75$       1.17%

Soybeans contract 844.75$       846.75$       -0.24%

Baltic Dry Freight 477 453 24

Actual Expected Difference

Crude (mb) -5.0 2.0 -7.0

Gasoline (mb) 2.8 -3.0 5.8

Distillates (mb) 3.8 1.0 2.8

Refinery run rates (%) 1.50% 1.00% 0.50%

Natural gas (bcf) 81.0 81.0 0.0

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 Midwest, 

New England and Pacific regions, with cool conditions for the rest of the country.  Precipitation 

is expected for most of the country, with dry conditions expected in the Rocky Mountain regions.  

There is no tropical cyclone activity expected for the next 48 hours.



 

 

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

www.confluenceinvestment.com 

 7 

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 22, 2020 
 

Beginning in the late 1990s and becoming an even bigger issue after Dodd-Frank regulations 

were imposed following the Great Recession, many market participants worried that bond 

market liquidity would be absent in the face of a crisis.  Strict regulations discouraged banks and 

brokerage firms from holding large inventories of corporate bonds, thereby precluding them 

from their former role as willing buyers in the face of a wave of selling by investors.  

Compounding the concerns were the sheer size of flows into traditional open-end and ETF bond 

portfolios.  Over the 10-year period from 2009 through 2019, a total of $2.7 trillion flowed into 

these instruments, almost a third of which were in ETFs.  Entering the fray was the popularity of 

risk parity funds that levered their bond holdings.  Though each risk parity scheme has a nuanced 

approach, they all act in a similar fashion.  The concerns were that when risk parity funds and 

individual investors rushed to exit their bond holdings, market liquidity would be absent, 

particularly for corporate bonds.  Numerous studies and articles appeared over this time frame 

warning of dire consequences for bond investors, notably violent price movements due to the 

fact that banks and brokerage firms were no longer participating to a significant degree to assist 

in maintaining order to the bond market. 

 

In March, the veracity of these concerns was tested as the bond market worked its way through 

the financial stress triggered by the pandemic.  During this episode, ETFs proved their endurance 

by moving into the void and providing the necessary stabilization of the market.  The use of 

creation/redemption units on the part of Authorized Purchasers [APs] mitigated the severity of 

the downturn, especially among investment-grade corporate bonds.  As the accompanying chart 

illustrates, spreads for BBB/Baa-rated corporates relative to the 10-Year Treasury gapped to their 

widest level since the Great Financial Crisis, yet quickly repaired. 
 

 
 

https://www.confluenceinvestment.com/category/asset-allocation-reports/asset-allocation-weekly/
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An examination by Blackrock of the trading during this critical period in its largest corporate 

bond ETF, the iShares iBoxx Investment Grade Bond ETF [LQD], provides evidence that not 

only did the activities of the APs aid in maintaining market liquidity, but the market price of 

LQD actually led the price discovery process.  In other words, rather than the market price 

exacerbating the premium/discount to net asset value [NAV], the market price was the precursor 

of the daily NAV print.  Moreover, the direction of the market price of LQD often preceded the 

direction of LQD’s indicative value [IV], which is the real-time estimate of its fair value, based 

on the most recent prices of its underlying bonds.  Since LQD’s 2,169 underlying bonds trade 

over the counter, and therefore many may contain stale pricing, the price discovery proved 

invaluable to market functioning.  After the dust settled, it was evident that LQD and other bond 

ETFs provided market pricing that was at least as good as, and oftentimes better than, individual 

bonds. 
 

 
As of 4/8/2020.  (Sources: BlackRock, Bloomberg and Refinitiv) 

 

Although the market function provided by LQD during the period is not necessarily indicative of 

every bond ETF in each bond sector, it does underscore the notion that ETFs can provide the 

necessary liquidity during a period of crisis.  The creation/redemption mechanism of ETFs allow 

for arbitrage opportunities and allow the supply/demand of the ETFs to achieve equilibrium with 

the value of the underlying bonds.  In essence, ETFs are now creating most (if not more) of the 

liquidity previously provided by banks and brokerage firms, often doing so with greater 

efficiency. 

 

 
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 5/21/2020 close)  
 

-40.0% -20.0% 0.0% 20.0%
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Financials

Real Estate
Industrials
Materials

Utilities
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S&P 500
Consumer Discretionary
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Consumer Discretionary
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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 5/21/2020 close) 

 

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

Commodities

Real Estate

Small Cap

Mid Cap

Foreign Developed ($)

Emerging Markets ($)

Foreign Developed (local currency)

Emerging Markets (local currency)

Large Cap

US High Yield

Cash

US Corporate Bond

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 21, 2020 
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P/E as of 5/20/2020 = 22.9x

LONG-TERM TRAILING P/E

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

P/E as of 5/20/2020 = 22.9x

 
 

Based on our methodology,1 the current P/E is 22.9x, up 2.5x from last week.  The rise is due to 

moving from Thomson/Reuters to S&P operating earnings for Q1.  Usually, the former is larger 

than the latter; on average, the spread is about 7%.  However, during recessions and during 

periods of weak oil prices, the spread between the two widens.  That is exactly what has occurred 

now.  The following chart shows that the spread is now close to 12%.  History shows that the 

two series will narrow in the coming quarters.  In any case, the P/E is quite elevated, but, as the 

above chart shows, it is not unusual for the P/E to rise during recessions.  That’s because equity 

markets are forward-looking; although earnings are falling due to the downturn, investors are 

already planning on the earnings recovery and thus bidding up equities.  

 

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

 


