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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 29, 2020—9:30 AM EDT] Global equity markets are generally lower this 

morning.  The EuroStoxx 50 is down 0.4% from its last close.  In Asia, the MSCI Asia Apex 50 

closed down 0.4% from its prior close.  Chinese markets were higher, with the Shanghai 

Composite up 0.2% from the prior close and the Shenzhen Composite up 1.0%.  U.S. equity 

index futures are signaling a lower open.  With 483 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, 65.6% of the companies have 

reported earnings above forecast, while 29.6% have reported earnings below forecast.   

 

Good morning and happy Friday!  Global equities are softer this morning as tensions between 

the U.S. and China continue to rise.  We discuss the latest with China.  As usual, we update what 

we know about COVID-19.  The Weekly Energy Update is available.  Chair Powell is holding a 

virtual discussion with former Vice Chair Blinder at 11:00 EDT.  Let’s get to it… 

 

China:  The National People’s Congress has come to a close and it was a momentous meeting.  

The decision to extend the national security law into Hong Kong, overriding the former colony’s 

legislature, strongly signaled that Chairman Xi is done with the “one country, two systems” 

approach that was adopted at the handover in 1997.  Here are the key points we are watching: 
 

• The backlash: The U.S., Australia, Canada and the U.K. issued a joint statement opposing 

China’s national security law decision.  The absence of New Zealand is notable; the four 

nations in the joint statement plus New Zealand represent the “five eyes” alliance.  The 

decision by Wellington not to join the statement suggests it probably does not want to 

disrupt trade relations.  We also note that Japan issued a statement of concern.  Beijing is 

aware it will face a backlash; however, it is likely banking on countries deciding that 

maintaining economic relations is more important than defending Hong Kong.  It is clear 

the EU won’t act against its economic relations with China. 

• The U.S. reaction: The nation that really matters is the response from the U.S. 

o President Trump will hold a press conference today to unveil at least some of the 

action the administration is considering; we haven’t seen a time yet.  We note 

equity markets fell on the announcement.   

o The most potent threat Washington has is sanctions against China’s banking 

system.  Although the world rails against the weaponization of the dollar, the fact 

remains that being cut off from the dollar system is deadly for an economy; just 

ask Iran.  There are other actions the U.S. could take as well, including delisting 
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Chinese stocks on U.S. exchanges.  There has been fear that doing such action 

would simply lead to Chinese companies listing on London.  However, given the 

level of British anger over Xi’s breaking of the 1997 treaty, that may not happen.  

Listing in the EU or Japan just doesn’t have the same cache.   

o Another threat is denying China access to the U.S. system of higher education.  

The U.S. is moving to expel Chinese graduate students in the U.S. who have ties 

to Chinese military schools.  A bill is winding through Congress that would 

restrict Chinese student access to STEM programs in the U.S. 

o It appears the White House will sign a bill sanctioning Chinese officials for the 

suppression of Uighurs.   

o Although not directly related, the U.S. is stepping up freedom of navigation 

operations and boosting sales of weapons to Taiwan.  Both remind China that the 

U.S. does have the military power to operate in its area of the world.   

o While China realizes relations are deteriorating, it doesn’t appear it is ready to 

completely end the relationship, suggesting it needs us more than we need it.   

• The pain: Since the late 1970s, China has moved from being insular to becoming a major 

global economy.  It has been a key part of globalization as Western firms have built 

production facilities to take advantage of China’s low-cost labor.  The last time 

globalization peaked, in 1913, it was considered unthinkable that it could reverse.  Of 

course, it did, and the reversal damaged global economic growth.  China is betting that 

nations will overlook its actions on Hong Kong to continue to benefit from trade.  As 

noted above, the EU appears to be taking that stance.  Major Wall Street firms could 

suffer greatly from a break in relations.  At the same time, Hong Kong remains China’s 

financial and investment window to the world.  If the world decides it doesn’t want to 

invest directly in a country that has rule by law instead of rule of law, China will suffer as 

well.  China is well aware that the move in Hong Kong could have negative repercussions 

for its economy and announced steps to support it with fiscal and monetary easing.   

• Capital flight: When China was set to acquire Hong Kong from the British in 1997, there 

was a flurry of capital flight.  Any visitor to Vancouver can see the impact.  We expect 

another round of outflows of people and cash, not just from Hong Kong citizens but from 

wealthy mainlanders as well.  The latter tended to use Hong Kong as a safe zone to evade 

Beijing; with that door closing, these Chinese may seek to create their escape pods 

outside of China.  We will be watching West Coast real estate markets for activity in the 

coming weeks. 

o The U.K. is extending visa rights to 300k Hong Kong citizens who hold a British 

National Overseas passport.  These were issued to citizens who resided in the 

colony before 1997.  The extension would make it easier to flee.    

o As we have been noting, Taiwan is also making it easier for Hong Kongers to 

seek asylum on the island.   

o One factor that increases capital flight is a weaker CNY.  Although Beijing could 

use currency depreciation to offset new sanctions and tariffs, the tool is limited if 

fears of currency weakness trigger outflows.  We note China has moved to stem 

recent weakness today, signaling it doesn’t want a freefall in its currency.   
 

https://nyti.ms/2BaJxW3
https://www.cotton.senate.gov/?p=press_release&id=1371
https://www.bloomberg.com/news/articles/2020-05-29/trump-set-to-rebuke-china-on-muslims-after-friction-on-hong-kong
https://www.cnn.com/2020/05/28/politics/us-navy-south-china-sea/index.html
https://www.cnn.com/2020/05/28/politics/us-navy-south-china-sea/index.html
https://nyti.ms/3enS9XJ
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https://nyti.ms/3c89KkH
https://www.cnbc.com/2020/05/28/china-plays-up-business-opportunities-amid-increasing-us-protectionism.html
https://www.cnbc.com/2020/05/28/china-plays-up-business-opportunities-amid-increasing-us-protectionism.html
https://finance.yahoo.com/news/wall-street-billions-lose-china-005911310.html
https://finance.yahoo.com/news/wall-street-billions-lose-china-005911310.html
https://www.wsj.com/articles/chinas-cash-cowhow-hong-kong-bankrolls-the-mainland-11590666369?shareToken=st487fa930052345d7848d7b2c1fe340fd
https://www.wsj.com/articles/chinas-cash-cowhow-hong-kong-bankrolls-the-mainland-11590666369?shareToken=st487fa930052345d7848d7b2c1fe340fd
https://www.ft.com/content/442b1131-d08f-45a6-8dc7-d9c635e5d206
https://www.ft.com/content/442b1131-d08f-45a6-8dc7-d9c635e5d206
https://www.scmp.com/economy/china-economy/article/3086569/china-pledges-largest-ever-economic-rescue-package-save-jobs?utm_source=copy_link&utm_medium=share_widget&utm_campaign=3086569
https://www.reuters.com/article/us-hongkong-protests-china-wealth/chinas-rich-skirting-hong-kong-to-seek-asset-safety-elsewhere-idUSKBN2340QC?il=0
https://www.reuters.com/article/us-hongkong-protests-china-wealth/chinas-rich-skirting-hong-kong-to-seek-asset-safety-elsewhere-idUSKBN2340QC?il=0
https://www.ft.com/content/0cf70de8-fd10-4a5c-8303-fbd2b0b3811e?emailId=5ed07dc459d56c000479c032&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://focustaiwan.tw/cross-strait/202005280010?utm_campaign=wp_todays_worldview&utm_medium=email&utm_source=newsletter&wpisrc=nl_todayworld
https://finance.yahoo.com/news/china-arrests-yuan-tumble-stronger-023926455.html
https://finance.yahoo.com/news/china-arrests-yuan-tumble-stronger-023926455.html
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Equity markets have staged a remarkable recovery since the March lows.  As we detail in this 

week’s Asset Allocation Weekly (see below), much of this rally has been driven by supportive 

Fed policy.  However, a flare-up in tensions with China is a risk to the rally that we will continue 

to monitor. 
 

COVID-19:  The number of reported cases is 5,837,541 with 360,919 deaths and 2,437,965 

recoveries.  In the U.S., there are 1,721,926 confirmed cases with 101,621 deaths and 399,991 

recoveries.  For those who like to keep score at home, the FT has created an interactive chart that 

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

The virus news: 

• The good news: 

o The U.S. may use the military to assist in vaccine distribution if/when one is 

created.   

• The bad news: 

o Herd immunity is the best long-term solution to managing the virus.  

Unfortunately, the world appears a long way from achieving that level of 

immunity.   
 

The policy news: 

• The House has passed a bill easing rules on PPP loans.  Policy restrictions were 

discouraging companies from taking the loans so Congress is moving to address that 

issue.  However, there may be some sticking points about the House bill that will need to 

be changed to get passage through the Senate. 

• As extraordinary measures approach their end dates, Americans are growing worried that 

they may not be able to find new jobs or go back to their old ones.  If this is the case, the 

economy could stall later this year.  We do expect other forms of relief to come (rules 

that reduce the cost of hiring and employment bonuses, for example), but if they fail the 

economy will bear some risk.   

• The Fed’s balance sheet is now over $7.0 trillion.  We noted earlier this week that 

officials are considering yield curve control.  Policymakers at the Fed are continuing to 

look for ways to support the economy and, as noted in the opening, Chair Powell may 

address some of those today. 
 

The finance news: 

• One of the reasons we don’t expect the Fed to engage in negative nominal policy rates is 

because of the heavy reliance of the non-bank system on money market funding.  

Negative policy rates would almost certainly cause money market funds to “break the 

buck” and trigger disintermediation.  We note that money market fund managers are 

already under stress, waiving fees to offer investors at least some paltry yield.   

• One of the common media questions is, “Why is the stock market ignoring the 

economy?”  As we detail in this week’s AAW, it has to do with the expectations of a 

short recession and massive policy support.  However, the U.S. equity market isn’t the 

only one doing well.  The Tehran Stock Exchange has been on a tear.  There are a couple 

https://www.nytimes.com/news-event/coronavirus?campaign_id=51&emc=edit_MBE_p_20200529&instance_id=18903&nl=morning-briefing&regi_id=5677267&section=topNews&segment_id=29493&te=1&user_id=cf9e3e54fec2ede829d24b038d8ab9e3
https://coronavirus.jhu.edu/map.html
https://ig.ft.com/coronavirus-chart/?areas=usa&areas=gbr&areas=swe&areas=bra&areas=rus&areas=mex&areasRegional=usny&areasRegional=usnj&cumulative=0&logScale=1&perMillion=0&values=deaths
https://www.axios.com/coronavirus-vaccine-distribution-america-a12c4e95-df80-47f0-beec-d17d7e7657db.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.nytimes.com/interactive/2020/05/28/upshot/coronavirus-herd-immunity.html?campaign_id=51&emc=edit_MBE_p_20200529&instance_id=18903&nl=morning-briefing&regi_id=5677267&section=topNews&segment_id=29493&te=1&user_id=cf9e3e54fec2ede829d24b038d8ab9e3
https://www.wsj.com/articles/community-lenders-to-get-10-billion-of-ppp-small-business-loans-11590678108?shareToken=st18e179d03bf045bfa2b77fed59445772
https://www.politico.com/news/2020/05/28/small-business-loan-pandemic-287569
https://nyti.ms/2XcSWoM
https://www.wsj.com/articles/federal-reserve-ramps-up-deliberations-on-asset-purchases-rate-guidance-11590744601?shareToken=stcb552c04c2954382a58b4b3a07c13167
https://www.wsj.com/articles/federal-reserve-ramps-up-deliberations-on-asset-purchases-rate-guidance-11590744601?shareToken=stcb552c04c2954382a58b4b3a07c13167
https://www.ft.com/content/c8f86c52-9d9f-456a-9192-1e95ada139fe?emailId=5ed07dc459d56c000479c032&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/irans-economy-is-in-crisis-its-stock-market-is-on-a-tear-11590675832?shareToken=std9595ef748f8484aafc1fd408778fb20
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of reasons for this rally.  First, Iranian investors have the TINA1 problem.  Second, 

equities do offer some protection from high inflation.  Interestingly enough, we saw 

something similar in Zimbabwe during its hyperinflation period.  Although rising 

inflation harms P/Es, stocks do offer some element of inflation protection as firms can 

boost earnings and become something of a safe haven relative to bonds during periods of 

high inflation.   
 

The foreign news: 

• The DOJ has indicted some North Koreans and Chinese nationals of operating a massive 

money laundering scheme.  Twenty-eight North Koreans and five Chinese citizens are 

accused of laundering $2.5 billion in assets.   

• In a rare public statement, the NSA is accusing Russian government hackers of targeting 

U.S. email servers.   

• Turkey’s central bank is borrowing dollars from its commercial banks to boost reserves.  

This action will stabilize the TRL but starve the banking system for dollars, making 

importing more difficult.   

• The administration may override congressional concerns to sell more weapons to Saudi 

Arabia. 

• As talks between the EU and the U.K. stall, Ireland is starting to prepare for a disruptive 

Brexit. 
 

U.S. Economic Releases 
 

The advance goods trade balance came in at -$69.7 billion compared to expectations of -$65.0 

billion.  Wholesale inventories rose 0.4% from the prior month compared to expectations of a 

drop of 0.7%.  Meanwhile, retail inventories fell from the prior month compared to expectations 

of a 0.8% decline. 
 

 

 
1 There Is No Alternative. 

https://ftalphaville.ft.com/2020/05/12/1589294559000/The-Zimbabwification-of-Wall-St/
https://nyti.ms/3gwx7b9
https://nyti.ms/3eA2xfb
https://nyti.ms/3eA2xfb
https://www.wsj.com/articles/turkey-borrowed-foreign-currency-as-lira-tumbled-11590678885?shareToken=st9dc9c4418e6b499fafa8d68b9c5bfbf3
https://www.nytimes.com/2020/05/28/us/politics/congress-saudi-arabia-arms-sales.html
https://www.irishtimes.com/news/politics/irish-planning-for-no-deal-brexit-to-restart-as-eu-uk-talks-go-badly-1.4265185
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The chart above shows current level of the trade balance.  The decline in the trade balance is due 

to the global lockdown, halting major export orders.  The biggest manufacturing exporter in the 

country, Boeing (BA, $149.82), had 108 cancelled orders in April. 
 

It came as no surprise that the federal government’s injection of liquidity was mostly saved 

rather than spent.  With restaurants closed and many retail outlets restricted, the massive flows 

had nowhere to go.  A sharp rise in government transfers caused personal income to rise 10.5% 

from the prior month, well above expectations of a 6.0% decline.  Meanwhile, personal spending 

fell 13.6% from the prior month compared to expectations of a drop of 12.8%.  
 

 
 

The chart above shows personal savings as a percentage of personal income.  Although we can’t 

predict how quickly savings will be drawn in the coming months (fear may restrain household 

spending), at least the liquidity is available. 
 

The PCE deflator fell 0.5% from the prior month compared to expectations of a 0.6% drop. The 

core PCE deflator fell 0.4% from the prior month compared to expectations of a 0.3% fall. 

 

https://www.bloomberg.com/news/articles/2020-05-12/boeing-lost-255-orders-through-april-on-toll-from-virus-737-max
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The chart above shows the annual change in core PCE and core CPI.  Although core CPI is the 

most publicized inflation indicator, core PCE is the indicator that the Fed chooses to follow.  In 

April, core CPI rose 1.4% from the prior year, while core PCE rose 1.0%.  The decline in 

inflation will allow the Fed to maintain easy policy. 
 

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

EDT Indicator Expected Prior Rating

10:00 MNI Chicago PMI m/m May 40.0 35.4 ***

10:00 U. of Mich. Sentiment m/m May 74 73.7 ***

10:00 U. of Mich. Current Conditions m/m May 84.0 83.0 **

10:00 U. of Mich. Expectations m/m May 68.4 67.7 **

10:00 U. of Mich. 1 Yr Inflation m/m May 3.0% **

10:00 U. of Mich. 5-10 Yr Inflation m/m May 2.6% **

Speaker or event

11:00 Jerome Powell Takes Part in a Moderated Virtual Discussion Chairman of Board of Governors of Federal Reserve

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 
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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

Japan Tokyo CPI y/y May 0.4% 0.2% 0.1% *** Equity bearish, bond bullish

Tokyo CPI Ex-Fresh Food y/y May 0.2% -0.1% -0.2% *** Equity bearish, bond bullish

Tokyo CPI Ex-Fresh Food, Energy y/y May 0.5% 0.2% 0.1% *** Equity bearish, bond bullish

Jobless Rate m/m Apr 2.6% 2.5% 2.7% *** Equity and bond neutral

Job-To-Applicant Ratio m/m Apr 1.32 1.39 1.32 ** Equity and bond neutral

Retail Sales m/m Apr -9.6% -4.5% -6.9% ** Equity bearish, bond bullish

Dept. Store, Supermarket Sales y/y Apr -22.1% -10.1% -23.6% ** Equity and bond neutral

Industrial Production m/m Apr P -9.1% -3.7% -5.7% *** Equity bearish, bond bullish

Consumer Confidence Index m/m May 24.0 21.6 21.1 *** Equity bullish, bond bearish

Housing Starts y/y Apr -12.9% -7.6% -12.1% ** Equity and bond neutral

Annualized Housing Starts m/m Apr 0.797m 0.905m 0.830m ** Equity and bond neutral

Construction Orders y/y Apr -14.2% -14.3% ** Equity and bond neutral

Australia Private Sector Credit y/y Apr 3.6% 3.6% 4.0% ** Equity and bond neutral

New Zealand ANZ Consumer Confidence Index m/m May 97.3 84.8 ** Equity bullish, bond bearish

Europe

Eurozone M3 Money Supply y/y Apr 8.3% 7.5% 8.2% ** Equity and bond neutral

CPI Estimate y/y May 0.1% 0.4% 0.1% ** Equity and bond neutral

CPI Core y/y May 0.9% 0.9% 0.8% ** Equity and bond neutral

France CPI EU Harmonized y/y May 0.2% 0.4% 0.3% *** Equity and bond neutral

CPI y/y May 0.2% 0.3% 0.3% *** Equity and bond neutral

PPI y/y Apr -4.7% -2.7% ** Equity bullish, bond bearish

Consumer Spending y/y Apr -34.1% -18.1% -32.2% ** Equity bearish, bond bullish

GDP y/y 1Q -5.0% -5.4% -5.4% ** Equity and bond neutral

Germany Import Price Index y/y Apr -7.4% -5.5% -7.2% *** Equity and bond neutral

Retail Sales NSA y/y Apr -6.5% -2.8% -14.0% ** Equity and bond neutral

Italy GDP WDA y/y 1Q -5.4% -4.8% -4.8% *** Equity bearish, bond bullish

CPI EU Harmonized y/y May -0.2% 0.1% -0.1% *** Equity and bond neutral

CPI NIC incl. tobacco y/y May -0.1% 0.0% -0.1% *** Equity and bond neutral

Switzerland KOF LEI m/m May 53.2 63.5 70.0 *** Equity and bond neutral

Russia Money Supply Narrow Def w/w 22-May 12.39 Tril 12.34 Tril * Equity and bond neutral

AMERICAS

Brazil National Unemployment Rate m/m Apr 12.6% 12.2% 13.3% *** Equity bullish, bond bearish

Total Outstanding Loans m/m Apr 3587 Bil 3587 Bil 3618 Bil ** Equity and bond neutral

Outstanding Loans m/m Apr 0.0% 2.9% 0.9% ** Equity and bond neutral

Personal Loan Default Rate m/m Apr 5.4% 5.2% ** Equity and bond neutral

Central Govt Budget Balance m/m Apr -92.9 Bil -21.2 Bil -108.4 Bil ** Equity and bond neutral

Canada Current Account Balance q/q 1Q -$11.10 Bil -$8.76 Bil -$10.01 Bil ** 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. 
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Today Prior Change Trend

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

3-mo T-bill yield (bps) 13 14 -1 Neutral

TED spread (bps) 23 23 0 Up

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

10-yr T-note (%) 0.67 0.69 -0.02 Neutral

Euribor/OIS spread (bps) -29 -28 -1 Neutral

EUR/USD 3-mo swap (bps) 9 11 -2 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. 
 

Price Prior Change Explanation

Brent $34.28 $35.29 -2.86% Bearish EIA report

WTI $32.61 $33.71 -3.26%

Natural Gas $1.86 $1.83 1.81%

Crack Spread $9.28 $8.90 4.34%

12-mo strip crack $9.50 $9.34 1.73%

Ethanol rack $1.34 $1.34 -0.07%

Gold $1,727.91 $1,718.33 0.56%

Silver $17.59 $17.37 1.27%

Copper contract $241.85 $241.35 0.21%

Corn contract 328.50$       327.50$       0.31%

Wheat contract 515.75$       514.50$       0.24%

Soybeans contract 844.50$       847.00$       -0.30%

Baltic Dry Freight 489 502 -13

Actual Expected Difference

Crude (mb) 7.9 -2.5 10.4

Gasoline (mb) -0.7 0.2 -0.9

Distillates (mb) 5.5 2.5 3.0

Refinery run rates (%) 1.90% 0.70% 1.2%

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 on the East Coast and in the north Pacific region.  Precipitation is expected 

in most of the western region, with dry conditions expected for the rest of the country.  There is 

some cyclone formation in the Atlantic Ocean, but it is not expected to develop into a tropical 

storm.
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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 29, 2020 
 

The recent strong rally in equities has befuddled investors—how can equities rally with such 

vigor when the economy is historically weak?  We suspect there are two reasons for this 

recovery: 
 

1.  Although the drop in economic activity is deep, it will likely be short. 

2. Supportive monetary policy is a powerful elixir for equities. 

Equity markets are forward-looking; investors put their money to work on expectations of future 

economic conditions and earnings, not based on what is occurring today.  The current downturn 

is historic.  The decline in the economy has been very fast and deep, but it will likely be short.  In 

fact, the recovery should begin by midsummer at the latest.  We use these words to mean 

something specific.   
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STYLIZED CYCLESTYLIZED CYCLE

 
 

This chart shows a stylized path of the business cycle.  Orange represents expansion, when the 

economy is making new peaks in an indicator.  This can be GDP, industrial production, 

coincident indicators, etc.  Blue is recession and is measured from peak to trough.  Green is 

recovery, which lasts from trough until a new peak occurs.  Finally, once a new peak is made, a 

new expansion is underway. 
 

We expect this recession to end quickly because the trough will probably occur in Q2.  However, 

the recovery will be long and likely dictated by the path of the virus.  We currently estimate the 

new expansion will start in H2 2021.   

https://www.confluenceinvestment.com/category/asset-allocation-reports/asset-allocation-weekly/
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Peak to high to high to Low after Low to Low to

recession low % low months Recession recovery recovery %

1948 5 -11.3% 12 7 5 8.5%

1953 6 -12.3% 8 2 9 23.5%

1957 1 -19.6% 5 4 5 11.4%

1960 9 -6.8% 15 6 5 19.1%

1969 13 -16.2% 18 5 7 24.9%

1973 11 -48.0% 22 11 7 35.0%

1980 4 -9.6% 7 3 4 22.9%

1981 8 -26.2% 20 12 5 34.6%

1990 0 -18.3% 3 3 7 26.8%

2001 7 -36.5% 13 6 3 16.3%

2007 2 -56.2% 16 14 5 28.6%

2020 1 -24.0% 1 1

mean: all 6 -23.7% 12 6 6 22.9%

mean: deep 7 -43.5% 19 12 6 32.8%

mean:  normal 6 -16.3% 10 5 6 19.2%  
(Data source: Haver Analytics) 

 

This table shows the declines in the S&P 500 for the postwar recessions.  On average, equities 

tend to peak about six months before the onset of the economic downturn, while the low occurs 

about six months after the peak in economic activity.  From the market low to recovery, the S&P 

500 usually rebounds by about 20%.  But, notice from deep recessions that the rebound from the 

low is about 33%.  The rebound we have witnessed thus far is in line with a deep downturn, but 

it appears unusual due to the compressed nature of the current recession.   
 

Also noted above are the aggressive actions taken by the FOMC.  Below is a chart that will be 

familiar to regular readers. 
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From early 2009 until November 2016, the path of the S&P 500 closely matched the Fed’s 

balance sheet.  There was always concern that the relation was a spurious correlation, and the 

behavior from December 2016 into August 2019 suggested it was.  However, it is important to 

note that equities were buoyed by expectations of a massive corporate tax cut.  Taking the 
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balance sheet and incorporating the tax cut gives us a model that offers some insight into the 

impact of current monetary policy. 
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Fair value is derived from smoothing the higher marginal rate of the corporate tax and the 

balance sheet.  Adding the impact of the tax cut accounts for some of the rally in equities.  The 

sharp rise in the fair value in recent months reflects the massive expansion of the balance sheet. 
 

This is not our forecast for the S&P 500, but it does offer some insight into how powerful the 

Fed’s actions have been.  We doubt the equity index will track this model due to the level of 

uncertainty surrounding the path of the economy.  Nevertheless, a projected short, sharp 

downturn coupled with the most rapid increase in the balance sheet since WWII have created 

strong support for equities that will likely prevent significant corrections, barring a major policy 

error or an unexpected negative turn in the toxicity of the virus.   

 

 

 
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 5/28/2020 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 5/28/2020 close) 
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Asset classes are defined as follows: Large Cap (S&P 500 Index), Mid Cap (S&P 400 Index), 

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

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

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

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

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

Commodities (Bloomberg total return Commodity Index). 

This chart shows the year-to-date 

returns for various asset classes, 

updated daily.  The asset classes are 

ranked by total return (including 

dividends), with green indicating 

positive and red indicating negative 

returns from the beginning of the 

year, as of prior close. 
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P/E Update 

 

May 28, 2020 
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Based on our methodology,2 the current P/E is 23.1x, up 0.2x from last week.  Rising index 

values caused the rise in the multiple. 

 

 
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 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. 


