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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: September 24, 2020—9:30 AM EDT] Global equity markets are generally lower this 

morning. The EuroStoxx 50 is down 0.1% from its last close. In Asia, the MSCI Asia Apex 50 

closed down 1.8%. Chinese markets were lower, with the Shanghai Composite down 1.7%, and 

the Shenzhen Composite down 2.5%. U.S. equity index futures are signaling a flat open.  

 

Good morning, all.  Equity markets are marking time this morning, but the market tone isn’t very 

good.  A general market comment leads our coverage this morning.  The virus update comes 

next.  China news follows.  We close with economic, policy, and Brexit news, with a bonus chart 

that caught our attention.  The Fed has released its Financial Accounts of the U.S., known by 

market veterans as the Flow of Funds.  There is a great deal of interesting data that comes from 

this report, and we will highlight different graphs over the next few days.  And, being Thursday, 

the Weekly Energy Update is available.  Let’s get to the details:   

 

About this market:  After a remarkable recovery from the lows seen in March, several markets 

are showing signs of weakness.  Equities have clearly come off their highs and are struggling.  

The star of the past several months, precious metals, is suddenly seeing weakness.  And 

Treasuries aren’t rallying very much.  There are a number of factors behind this broad weakness.  

Here is the short list: 

 

• The political environment is becoming increasingly unsettled.  At the start of the year, 

President Trump looked like he would probably get re-elected.  The economy was doing 

fine, equity markets were doing well, and the Democrats were still sorting through their 

candidate list.  These conditions were upended by COVID-19; the economy has suffered 

a historic decline in what may be the worst and shortest recession in our history (it may 

be over already).  It is rare for an incumbent to survive re-election if a recession occurs in 

the election year; polling data and prediction markets are all leaning toward a new 

president in November. 

o Widespread racial protests that developed over several police actions have further 

divided the country.  Yesterday we saw another round.   

o The passing of Justice Ginsburg has turned this election into a zero-sum situation.  

The GOP is moving rapidly to fill the opening; the Democrats are trying their 

hardest to prevent this from occurring.   

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.wsj.com/articles/global-stock-markets-dow-update-9-24-2020-11600939323?st=3devy6lz2hbfj25
https://www.confluenceinvestment.com/weekly-energy-update-september-24-2020/
https://www.wsj.com/articles/global-stock-markets-dow-update-9-23-2020-11600853169?st=uqn85b790ae4ztu
https://www.washingtonpost.com/nation/2020/09/24/breonna-taylor-charging-decision-protests/
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o The president continues to suggest he may not concede if he loses.  The U.S. has 

mostly had peaceful transfers of power.1  The most recent contested election was 

in 2000, which the Supreme Court resolved.  The worry is that the drive to fill the 

Ginsburg seat is an attempt to have a conservative majority on the Supreme Court 

in case the election ends up in the courts. 

o We closely monitor politics; our stance is that we try to address two questions—

who will win and what will they do when they are given power?  However, the 

current situation is different; we are now trying to handicap what happens if the 

outcome of the election is in dispute.  And for that, we have little precedent.  We 

still consider the disputed election as a tail risk, but that risk is growing, and the 

dispersion of outcomes is widening.   

• Next up is the Fed.  We have seen a virtual parade of FOMC members call on Congress 

for more fiscal stimulus, which isn’t likely due to the uproar over the Supreme Court.  

The underlying message is that the Fed has done about all it can do; if Congress doesn’t 

act, the Fed’s tools are limited.  There is a deep misunderstanding about Fed policy at 

present.  First, it is clear the public has little understanding of the Fed’s new inflation 

policy.  This is understandable, because the Fed, in its drive to maintain flexibility, has 

not given a clear picture of how it will respond to rising inflation.  VP Clarida was on 

Tom Keane’s podcast yesterday; his comments were a muddle.  What this tells us is that 

Chair Powell either (a) hasn’t been able to create a model for the future path of policy, or 

(b) he hasn’t really swayed the rest of the committee to abandon the path Paul Volcker 

put the Fed on since 1978, which was to pre-empt inflation by tightening when the labor 

market loses slack.  It is quite possible the “or” in the above sentence should be replaced 

with an “and” and the word “either” eliminated.   

o There is also a second element.  There is a profound misunderstanding of how the 

Fed backstopped the shadow banking system in March.  The markets generally 

thought the Fed was simply buying everything.  That wasn’t really true.  What the 

Fed was doing was following a version of Bagehot’s Rule, which is that in a 

crisis, the central bank should lend freely on good collateral at a penalty rate.  The 

Fed established a rate where it would act as dealer of last resort in a broad 

spectrum of markets to create a bid, so the shadow banking system would 

function (as an aside, the shadow banking system is, for the most part, the actual 

banking system).  The markets thought they had a Fed that would purposely 

narrow credit spreads.  What Fed was really doing was preventing them from 

“blowing out,” an event that tends to cause the system to seize.  Thus, there have 

been some complaints that the Fed’s balance sheet has stopped expanding, and 

therefore, the Fed is failing to support the markets.  This fear is misguided; the 

fact that the balance sheet hasn’t expanded all that much is a sign the Fed’s 

policy is working, because the policy goal was market stabilization, not 

stimulus.   

 
1 The election of 1876 is a notable exception.  We will have more to say on that in an upcoming AAW and WGR. 

https://www.politico.com/news/2020/09/23/trump-peaceful-transition-of-power-420791?utm_source=POLITICO.EU&utm_campaign=12819836b2-EMAIL_CAMPAIGN_2020_09_24_05_13&utm_medium=email&utm_term=0_10959edeb5-12819836b2-190334489
https://www.wsj.com/articles/fed-officials-emphasize-need-for-additional-relief-to-ensure-robust-recovery-11600872897?st=sbc26k6k1fcb9kx
https://www.clevelandfed.org/en/newsroom-and-events/publications/working-papers/2020-working-papers/wp-2026-average-inflation-targeting-and-household--expectations.aspx?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.clevelandfed.org/en/newsroom-and-events/publications/working-papers/2020-working-papers/wp-2026-average-inflation-targeting-and-household--expectations.aspx?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.bloomberg.com/news/audio/2020-09-23/surveillance-fed-s-clarida-on-the-path-forward-podcast
https://www.bloomberg.com/news/audio/2020-09-23/surveillance-fed-s-clarida-on-the-path-forward-podcast
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o The financial markets want a Fed that forcibly narrows credit spreads.  We will be 

watching to see is if the Fed is eventually required to do so. 

• In all this, Treasuries haven’t really rallied all that much.  We have been worried for 

some time that Treasury rates have declined to a point where they would cease to act as a 

hedge to risk assets.  We may have reached that point. 

• And what about gold and precious metals?  They have fallen with the drop in equities.  

To some extent, both equities and precious metals have been pricing off the same 

narrative—the Fed was flooding the economy with money.  Now that there are concerns 

the Fed can’t or won’t do much more, there is a repricing underway.  Comparing gold to 

breakeven inflation from TIPS, fair value for gold is around $1,800; gold prices have 

gotten a bit ahead of themselves.  That being said, we do expect the Fed to allow real 

yields to fall further and view this pullback as normal.  It appears to us that currency 

debasement is becoming the policy of all central banks, which is gold friendly. 

• In conclusion, it looks like conditions are going to be unsettled for the next 6-12 weeks.  

Beyond that, the situation should improve.  The recovery should continue, the Fed should 

keep rates low indefinitely, and earnings should get better.  In the meantime, volatility is 

the order of the day. 

 COVID-19:  The number of reported cases is 31,920,652 with 977,311 deaths and 22,002,729 

recoveries.  In the U.S., there are 6,935,414 confirmed cases with 201,920 deaths and 2,670,256 

recoveries.  For illustration purposes, the FT has created an interactive chart that allows one to 

compare cases across nations using similar scaling metrics.  The FT has also issued an economic 

tracker that looks across countries with high frequency data on various factors.  And the weekly 

Axios state chart is out; infections are rising, mostly in the Rockies.  

 

Virology:   

• A new study has indicated that COVID-19 is mutating.  This isn’t a huge surprise; viruses 

tend to do this, some more than others.  For example, we have to get a flu shot every year 

because the virus that is likely to affect us changes over time.  Some viruses don’t change 

all that much, so (a) getting the disease once confers lifetime immunity, and (b) one 

vaccine will also tend to confer immunity.  Thus, the news of this mutation, which seems 

to make the virus more contagious, is a complicating factor for vaccine production 

(which is why we still think anti-viral treatments are more important than a vaccine).  

However, mutating isn’t all bad news; it is not unusual for the virus to mutate into a less 

virulent form over time. 

• On the vaccine front, the U.K. is planning “challenge” trials, where a vaccine recipient is 

deliberately exposed to the virus.  Such trails are ethically challenging, but they do offer 

rapid proof of success or failure.  Johnson and Johnson’s (JNJ, 144.44) vaccine, which is 

in its final stage of clinical trials, has some very attractive features; it doesn’t require a 

follow-up booster shot, and it doesn’t need to be kept frozen.  The AstraZeneca (AZNCF, 

112.00) trial in the U.S. remains on hold due to safety concerns but has restarted 

elsewhere.  This division has raised concerns among medical researchers.  Here is a recap 

of the current vaccine candidates.   

https://www.nytimes.com/2020/09/24/world/covid-19-coronavirus.html
https://coronavirus.jhu.edu/map.html
https://ig.ft.com/coronavirus-chart/?areas=usa&areas=swe&areasRegional=usny&areasRegional=usca&areasRegional=usfl&areasRegional=ustx&cumulative=0&logScale=1&perMillion=1&values=deaths
https://www.ft.com/content/272354f2-f970-4ae4-a8ae-848c4baf8f4a?emailId=5f2239a816a1ab0004486f8e&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/272354f2-f970-4ae4-a8ae-848c4baf8f4a?emailId=5f2239a816a1ab0004486f8e&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.axios.com/coronavirus-cases-infections-pandemic-texas-arizona-bad-40f80c91-b05a-4d09-9ef0-03d749c12698.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.axios.com/coronavirus-cases-infections-pandemic-texas-arizona-bad-40f80c91-b05a-4d09-9ef0-03d749c12698.html?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosam&stream=top
https://www.washingtonpost.com/health/2020/09/23/houston-coronavirus-mutations/?arc404=true
https://www.ft.com/content/b782f666-6847-4487-986c-56d3f5e46c0b?emailId=5f6c0dce85fc130004c2851e&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://nyti.ms/3kGydSV
https://www.ft.com/content/06015bd9-ed4b-44ef-a243-2bd67557d2c0?emailId=5f6ac1bf0bff9000044f8ae6&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/06015bd9-ed4b-44ef-a243-2bd67557d2c0?emailId=5f6ac1bf0bff9000044f8ae6&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/covid-19-vaccines-whats-coming-and-when-11598882964?st=4iza0a1y40djtrn
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• As we have noted, COVID-19 has generated a broad set of effects, from asymptomatic 

infections to those with lingering health issues.  The latest is that in some patients, 

damage to the heart has resulted from infection, even if the initial symptoms were not 

severe. 

• As infections around the world rise, it looks unlikely that widespread lockdowns will be 

implemented.  Instead, we are seeing localized responses.  This trend should mitigate 

some of the economic damage from the virus.  Younger people are now the largest 

contingent of infections. 

• And finally, Finland is using dogs to “sniff” out COVID-19 infections at the Helsinki 

airport. 

 

China news:   

• Earlier this week, Presidents Xi and Trump offered dueling messages at the U.N.  

Divisions between the two powers are clearly widening.   

• It appears that Beijing is expanding its detention centers in Xinjiang.  It may be following 

a similar script in Tibet.   

• One of the trends we saw during the Cold War was the use of the defense budget to 

justify the funding of private sector activity.  President Eisenhower warned of the 

“military/industrial complex” as he departed office.  We may see something similar 

developing with the electrification of transportation; military and business leaders are 

warning that electric cars may be overly dependent on China in the supply chain. 

• India is increasingly seeing China as a threat and is starting to realize that China’s 

greatest vulnerability is similar to that of Japan’s; it needs resources from abroad and 

doesn’t have control of the seas.  India’s navy can act to break up China’s supply chains, 

and it is increasing cooperation with the U.S. Navy to this end. 

Economy and policy news:  

• Insurance works on the idea of non-systemic risk; in other words, actuaries can use 

statistics to model the risk of certain events as long as they are not widespread.  Thus, 

one can insure against the risk of losing a house to fire, but not from a broad wildfire.  

Therefore, homeowners and business owners often find that they are not covered in a 

mass event (earthquake, hurricane, wildfire), because it is a systemic risk, and thus 

excluded from most policies.  The pandemic is leading some trade-credit providers to 

stop providing coverage on insuring against trade risk from default.   

• Financial firms are increasing their activity in the single-family rental business.  This 

situation may actually lead to increased homebuilding. 

• The DOJ is seeking Congressional curbs on immunity for social media firms.   

Brexit:  

• As the U.K. and EU move towards a hard Brexit, snags at borders look increasingly 

likely.  The prospect of seven thousand trucks being stuck in Dover looks increasingly 

likely.  The Johnson government is planning on requiring an "access permit" to facilitate 

https://www.wsj.com/articles/some-covid-19-patients-show-signs-of-heart-damage-months-later-11600866000?st=nlsz01epiebruwr
https://www.wsj.com/articles/new-york-city-warns-of-coronavirus-clusters-in-brooklyn-queens-neighborhoods-11600873991?st=5szbu0347u2xn9y
https://www.latimes.com/science/story/2020-09-23/young-adults-are-now-the-largest-group-of-americans-with-covid-19-cdc
https://www.latimes.com/science/story/2020-09-23/young-adults-are-now-the-largest-group-of-americans-with-covid-19-cdc
https://nyti.ms/302soaO
https://nyti.ms/302soaO
https://www.scmp.com/news/china/diplomacy/article/3102539/china-vs-us-welcome-two-new-world-orders-un-turns-75?utm_source=copy_link&utm_medium=share_widget&utm_campaign=3102539
https://www.washingtonpost.com/world/asia_pacific/china-muslims-detention-centers-xinjiang-crackdown/2020/09/23/44d2ce50-f32b-11ea-8025-5d3489768ac8_story.html?utm_campaign=wp_todays_worldview&utm_medium=email&utm_source=newsletter&wpisrc=nl_todayworld
https://jamestown.org/program/jamestown-early-warning-brief-xinjiangs-system-of-militarized-vocational-training-comes-to-tibet/?mc_cid=596b89b4e2&mc_eid=ebaf32c0df
https://www.ft.com/content/8894c9f1-8c9c-4859-995c-e601d1f03de8
https://www.wsj.com/articles/india-seeks-naval-edge-as-china-penetrates-indian-ocean-11600945203?st=wxx4h89x3zsrfdx
https://www.wsj.com/articles/insurance-freeze-snarls-u-s-supply-chains-11600772974?st=rj8a8smido35w2g
https://www.wsj.com/articles/insurance-freeze-snarls-u-s-supply-chains-11600772974?st=rj8a8smido35w2g
https://www.nreionline.com/single-family-rentals/wall-street-s-reimagined-suburban-subdivision-full-renters?NL=NREI-21&Issue=NREI-21_20200924_NREI-21_911&sfvc4enews=42&cl=article_6&utm_rid=CPG09000003323282&utm_campaign=29124&utm_medium=email&elq2=c2b3a5a512454af4b8f853fd5faa539d&oly_enc_id=7565J9063734D8B
https://www.wsj.com/articles/doj-to-seek-congressional-curbs-on-immunity-for-internet-companies-11600862403?st=55j2yr74gg2r3yc
https://www.politico.eu/article/queues-of-7000-trucks-could-wait-at-dover-for-two-days-in-no-deal-brexit/?utm_source=POLITICO.EU&utm_campaign=12819836b2-EMAIL_CAMPAIGN_2020_09_24_05_13&utm_medium=email&utm_term=0_10959edeb5-12819836b2-190334489
https://www.ft.com/content/3362e1f9-fbfe-4d6d-abc8-c8de74f67aa7?emailId=5f6c80bf85fc130004c28c05&segmentId=2785c52b-1c00-edaa-29be-7452cf90b5a2
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shipping, which is not going well with trucking companies.  Meanwhile, JP Morgan 

(JPM, 92.74) is moving some $230 billion in assets from the U.K. to Germany in 

advance of Brexit.   

Bonus Chart: 

 

 
 

This chart show household debt compared to after tax income.  We have seen a downtrend in 

debt relative to income since 2007 but in Q2 it fell sharply.  This is because of the massive level 

of transfers due to the CARES Act.  Although we do expect households to eventually spend 

down their savings, what this does show is that it is possible to improve household balance 

sheets by effectively moving the debt to the public balance sheet.  Our belief is that if we saw 

this ratio fall below 80%, the chances of a stronger, more durable recovery is likely.   

 

U.S. Economic Releases  

For the week ending September 19, initial claims came in at 870K, above expectations of 840K. 

The prior report was revised from 860K to 866K. 

https://finance.yahoo.com/news/jpmorgan-move-230-billion-assets-081231334.html
https://finance.yahoo.com/news/jpmorgan-move-230-billion-assets-081231334.html
https://finance.yahoo.com/news/jpmorgan-move-230-billion-assets-081231334.html
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The chart above shows the four-week moving average of initial jobless claims.  The four-week 

moving average fell from 913.5K to 878.25K. 

 

For the week ending September 12, continuing claims came in at 12.580MM, above expectations 

of 12.275MM.  The previous report was revised from 12.628MM to 12.747MM. 
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The chart above shows the four-week moving average by region.  Despite the uptick in 

continuing claims for the country, these claims appear to be trending downward. 

 

The table below shows the economic releases and Fed events scheduled for the rest of the day. 
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EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort w/w 20-Sep 47.7 **

10:00 New Home Sales m/m Aug 890k 901k **

10:00 New Home Sales m/m Aug -1.2% 13.9% **

11:00 Kansas City Fed Manufacturing Activity m/m Sep 14 14 **

Speaker or event

10:00 Jerome Powell Before Senate Banking Committee Chairman of Board of Governors of Federal Reserve

11:00 James Bullard Discusses Economy and Monetary Policy President of the Federal Reserve Bank of St. Louis

13:00 Charles Evans Discusses the U.S. Economy and Monetary Policy President of the Federal Reserve Bank of Chicago

13:00 Thomas Barkin Speaks to the Money Marketeers of NYU

14:00 Thomas Barkin Takes Part in Virtual Discussion on Economy

14:00 John Williams Discusses Virus Impact on Communities President of the Federal Reserve Bank of New York

14:00 Raphael Bostic Speaks to Bankers on Racism

President of the Federal Reserve Bank of Richmond

Fed Speakers or Events

Economic Releases

District or position

President of the Federal Reserve Bank of Richmond

President of the Federal Reserve Bank of Atlanta  
 

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. 
 

Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

Japan Tokyo Dept Store Sales y/y Aug -29.1% -27.9% ** Equity bearish, bond bullish

Nationwide Dept Sales y/y Aug -22.0% -20.3% ** Equity bearish, bond bullish

New Zealand Trade Balance m/m Aug -350m -353m 282m ** Equity and bond neutral

Europe

France Business Confidence m/m Sep 92.0 91.0 94.0 ** Equity and bond neutral

Manufacturing Confidence m/m Sep 96.0 93.0 96.0 ** Equity and bond neutral

Production Outlook Indicator m/m Sep -2.0 -3.0 2.0 ** Equity and bond neutral

Own-Company Production Outlook m/m Sep 12.0 22.0 15.0 ** Equity and bond neutral

Germany IFO Business Climate m/m Sep 93.4 92.6 93.8 ** Equity and bond neutral

IFO Expectations m/m Sep 97.7 97.5 98.0 ** Equity and bond neutral

IFO Current Assessment m/m Sep 89.2 87.9 89.5 ** Equity and bond neutral

UK CBI Retailing Reported Sales m/m Sep 11.0 -6.0 -10.0 ** Equity bullish, bond bearish

CBI Total Dist. Reported Sales m/m Sep -7.0 -9.0 -15.0 ** Equity bullish, bond bearish

Russia CPI w/w 21-Sep 0.0% -0.1% *** Equity and bond neutral

AMERICAS

Mexico Retail Sales y/y Jul -12.5% -16.6% -12.0% ** Equity and bond neutral

Canada CFIB Business Barometer m/m Sep 59.2 59.2 ** Equity and bond neutral

Brazil FGV CPI IPC-S w/w 22-Sep 0.7% 0.6% 0.7% ** Equity and bond neutral

FGV Consumer Confidence m/m Sep 83.4 80.2 ** Equity and bond neutral

IBGE Inflation IPCA-15 MoM m/m Sep 0.45% 0.23% 0.39% ** Equity and bond neutral

Current Account Balance m/m Aug $3721m $1628m $2300m ** Equity bullish, bond bearish

Foreign Direct Investment m/m Aug $1430m $2685m $1200m ** Equity bullish, bond bearish  
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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) 22 23 -1 Down

3-mo T-bill yield (bps) 9 9 0 Neutral

TED spread (bps) 14 14 0 Up

U.S. Libor/OIS spread (bps) 8 8 0 Up

10-yr T-note (%) 0.67 0.67 0.00 Neutral

Euribor/OIS spread (bps) -51 -51 0 Neutral

EUR/USD 3-mo swap (bps) 3 2 1 Down

Currencies Direction

dollar Up Down

euro Down Up

yen Flat Up

pound Up Down

franc Down Up

Central Bank Action Current Prior Expected

SNB Sight Deposit Interest Rate -0.750% -0.750% -0.750% On forecast

SNB Policy Rate -0.750% -0.750% -0.750% On forecast

Mexican Overnight Rate 4.500% 4.250% 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 $41.67 $41.77 -0.24%

WTI $39.79 $39.93 -0.35%

Natural Gas $2.23 $2.13 4.75%

Crack Spread $8.12 $8.19 -0.79%

12-mo strip crack $10.29 $10.37 -0.78%

Ethanol rack $1.53 $1.53 -0.17%

Gold $1,853.33 $1,863.34 -0.54%

Silver $22.20 $22.78 -2.55%

Copper contract $294.55 $299.30 -1.59%

Corn contract 363.25$       368.50$       -1.42%

Wheat contract 543.50$       549.00$       -1.00%

Soybeans contract 1,002.25$    1,014.50$   -1.21%

Baltic Dry Freight 1426 1364 62

Actual Expected Difference

Crude (mb) -1.6 -2.8 1.1

Gasoline (mb) -4.0 -0.8 -3.2

Distillates (mb) -3.4 1.0 -4.4

Refinery run rates (%) -1.00% 0.85% -1.85%

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 cooler temperatures in the eastern half.  Dry conditions are expected for most of the 

country.  Post-Tropical Cyclone Beta is currently moving across the boarder of Louisiana and 

Alabama.  And, in a rare occurrence, Hurricane Paulette has re-emerged off the coast of Africa. 

https://amp.cnn.com/cnn/2020/09/22/weather/paulette-zombie-tropical-storm-trnd/index.html
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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. 
 

September 18, 2020 
 

In June, we published a WGR on the EU’s decision to issue a Eurobond, a financial instrument 

backed by the full faith and credit of all the member states of the European Union.  One of the 

reasons the U.S. dollar remains the global reserve currency is because the world financial system 

works on a dollar/Treasury standard.  The U.S. has open trade and capital markets.  Because of 

America’s willingness to accept persistent trade deficits, foreign countries can acquire dollars 

through trade and easily hold those dollars in reserve in the deep American financial markets.  

The premier reserve instrument has been the U.S. Treasury; in fact, it could be argued that the 

Treasury is America’s greatest export product. 

 

The attractiveness of the dollar as a reserve instrument is relative; American management of the 

reserve currency is far from ideal.  When the world shifted from the dollar/gold to 

dollar/Treasury, Europeans complained that the U.S. was exporting inflation through a weaker 

currency.  Treasury Secretary Connally noted that the dollar “is our currency but it’s your 

problem.”  Volcker’s anti-inflation policies of the early 1980s was a major contributor to the 

Latin American debt crisis and the “lost decade” of the 1980s for South America.  Since 9/11, 

the U.S. has used financial sanctions as a foreign policy tool.  Restricting access to the U.S. 

financial system has proven to be very effective in crippling foreign economies.2  But, these 

sanctions are not popular with foreign governments.  Dissatisfaction with dollar management has 

not reached a level adequate to overcome the network effects that keep the dollar as the reserve 

asset.   

 

It is important to note that we view the introduction of a Eurobond as a catalyst for a change in 

trend but the primary reason for a new dollar bear market is valuation.  Against most major 

currencies, the dollar is deeply overvalued. 

 

 
2 Iran can attest to this assertion. 

https://www.confluenceinvestment.com/category/asset-allocation-reports/asset-allocation-weekly/
https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_6_29_2020.pdf
https://www.ipe.com/the-dollar-is-our-currency-but-its-your-problem/25599.article
https://www.ipe.com/the-dollar-is-our-currency-but-its-your-problem/25599.article
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Our primary valuation model for currencies is purchasing power parity.  This model uses relative 

inflation to value currencies.  It is not a trading model; exchange rates tend to vacillate around 

the forecast parity level.  But, at extremes, it can signal that the exchange rate is vulnerable to a 

reversal.  In general, dollar bull markets tend to end with a catalyst.  The 1970s dollar bear 

market began with the closing of the gold window.  The 1985 bull market ended with the Plaza 

Accord.  The 2002 trend reversal began with statements pressing for a weaker dollar from the 

U.S. Treasury secretary.  As is true of many markets, valuation alone doesn’t cause reversals, but 

it creates conditions where a reversal is more likely.   

 

Perhaps another way of thinking about the dollar is that the exchange rate creates winners and 

losers.  A strong dollar adversely affects exporters and industries that compete with imports.  It 

supports importers and solely domestic industries.  A weak dollar has the opposite impact.  Thus, 

over time, when a sector is harmed a political reaction will follow which leads to a reversal in 

trend.  With the dollar, the cycles tend to be long, meaning that the level needs to be extreme to 

trigger a policy response. 
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This chart shows the JP Morgan Dollar Index, which is adjusted for inflation and is trade 

weighted.3  Bull markets are colored in green, and bear markets in mauve.  For a U.S. dollar 

investor, the path of the dollar’s exchange rate is a critical component of foreign investing. 

 

USD bull USD bear STDEV

Months CYCLES US WORLD/EX US Diff US WORLD/EX US

103 70/03-78/10 2.0 9.8 -7.8 16.4 20.6

76 78/11-85/03 8.9 8.7 0.2 15.3 15

121 85/04-95/05 11.7 17.5 -5.8 12.6 26.7

80 95/06-02/02 15.8 3.3 12.5 18.5 14.3

110 02/03-11/05 2.7 6.9 -4.2 19.6 23.6

109 11/06-20/07 11.0 1.9 9.1 8.8 12

111 Averages 5.47 11.4 -5.9 16.2 23.6

88 11.9 4.6 7.3 14.2 13.8  
 

This table uses the dollar cycle dates and compares the MSCI U.S. Index with the MSCI World 

ex-U.S. Index.  We use the yearly change in monthly data, averaged over each cycle.  On 

average, the latter index outperforms the U.S. in dollar bear markets, whereas the U.S. 

outperforms during dollar bull markets.  There are two other characteristics of note.  First, cycles 

last a while; the average dollar bear market lasts 111 months (just over nine years) and dollar 

bull markets last 88 months (eight years).  Second, dollar bear markets tend to have higher levels 

of volatility. 

 

 
3 Countries that conduct more trade with the U.S. are weighted more heavily in the index. 
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If our postulate is correct and the dollar is about to enter a bear market, the outlook for foreign 

stocks relative to domestic stocks improves.  Although there is no certainty that our position is 

correct, the combination of an overvalued currency, a lengthy bull market, and a Eurobond 

catalyst increases the odds that a reversal is likely.  If so, the outlook for foreign equities should 

improve. 

   
 

 

 

 

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 9/23/2020 close) 
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These S&P 500 and sector return charts are designed to provide the reader with an easy overview 

of the year-to-date and prior trading day total return.  Sectors are ranked by total return; green 

indicating positive and red indicating negative return, along with the overall S&P 500 in black. 

These charts represent the new sectors following the 2018 sector reconfiguration.  
 

Asset Class Performance – (as of 9/23/2020 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 

 

September 24, 2020 
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Based on our methodology,4 the current P/E is 28.2x, down 0.1x from last week.  Falling index 

values and higher earnings led to the decline. 

 

 
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. 

 
4 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 (Q4, Q1 and Q2) and one estimate (Q3). 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. 


