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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 28, 2019—9:30 AM EDT] Global equity markets are mixed this morning.  The 

EuroStoxx 50 is down 0.5% from the last close.  In Asia, the MSCI Asia Apex 50 was up 0.1% 

from the prior close.  Chinese markets were up, with the Shanghai composite up 0.6% and the 

Shenzhen index up 0.5%.  U.S. equity index futures are signaling a flat open. With 483 

companies having reported, the S&P 500 Q4 earnings stand at $39.42, higher than the $37.29 

forecast for the quarter.  The forecast reflects a 2.0% decrease from Q1 2018 earnings.  Thus far 

this quarter, 75.6% of the companies reported earnings above forecast, while 18.4% reported 

earnings below forecast. 

 

Good morning and welcome back from the long weekend.  Although financial markets are 

mostly steady, there was lots of news over the holiday.  Here is what we are watching: 

 

European elections: EU elections ended over the weekend and the cross-currents are 

complicated.  Here are the highlights: 

 

1. The results were not clear cut.  The centrist parties lost favor, while the center-left/center-

right no longer command a majority.  Right-wing populists increased their representation 

but much less so than feared.  The Greens, an environmental party, did surprisingly well, 

as did more leftist parties.   

a. Anti-EU parties held a majority in Poland, Italy and Hungary.  Le Pen’s right-

wing populists narrowly defeated Macron’s party as the traditional right- and left-

wing centrist parties in France are looking increasingly irrelevant.  Only in Spain 

and Ireland did Euro-skepticism fail. 

b. After the EU elections, Austrian Chancellor Sebastian Kurz lost a no-confidence 

vote.  Elections are scheduled for September but may occur sooner. 

c. Greek PM Alexis Tsipras called for snap elections after his party did poorly in the 

elections. 

d. Chancellor Merkel has lost faith in her hand-picked replacement and is signaling 

that she intends to stay in power until 2021. 

2. U.K. voters sided with parties that had clear positions on Brexit.  Neither Labour nor the 

Conservatives did well.  Parties that polled the best were the Brexit Party, which, of 

course, wants to leave the EU, the Liberal-Democrats and the Greens, which both want to 

remain.  Although it’s a bit early, Boris Johnson has the inside track to replace May.  The 

odds of a hard Brexit increase if he becomes PM given his mercurial nature.  At the same 

time, the Remain supporters are pushing for another referendum and the Alliance Party, a 

cross-community party in Northern Ireland, did very well and is also pressing for another 
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referendum.  May’s Tories do not command a majority in Parliament and only have 

power due to their coalition with the DUP, a Unionist party.  The good performance of 

the Alliance undermines the value of the DUP in future governments. 

3. It isn’t obvious who will become the new president of the European Commission (EC).  

Germany had been pushing for Manfred Weber but, after the election, French President 

Macron is arguing for a different (read: French) candidate.  Meanwhile, the Greens and 

the Liberals are intending to use their newfound power to attain top EU positions. 

4. The EU and Italy may be setting up for another tussle over the latter’s debt problems.  

Eurozone officials indicated that the EC will likely start disciplinary steps early next 

month to force austerity on Italy.  A conflict is likely given the fact that the League won 

the plurality of votes in Italy.  Italian sovereign yields rose on the news. 

 

The bottom line is that Europe is a mess.  The centrist parties have not figured out how to co-opt 

either the left- or right-wing insurgencies.  In fact, right-wing centrist parties that have moved to 

the right have tended to get swamped by the fringe.  So far, financial markets are taking all this 

in stride, probably because there is so much liquidity in the financial system that there is no clear 

alternative to holding bonds and stocks.  But, there is no obvious path for Europe at this point, 

which will eventually weigh on EU financial assets. 

 

The Japan trip: For the most part, President Trump’s visit to Japan was mostly a photo 

opportunity.  There were hopes that a trade deal between the U.S. and Japan might be signed, but 

negotiations were not finished by the time of the trip.  The administration still favors getting a 

deal done with Japan.  President Trump did comment on a number of issues during his journey: 

 

1. Trade negotiations between China and the U.S. appear to be deteriorating further.  

a.  The president suggested the U.S. is in no hurry to complete an agreement and 

suggested that China needs a deal more than America.  In addition, the president 

favors more tariffs on China.   

b. Meanwhile, China is signaling that the U.S. cannot dictate its policy on state-

owned enterprises, which the U.S. believes receive unfair subsidies.   

c. We also note that China has warned the financial markets not to short the CNY; 

this statement suggests policymakers are getting worried that the lack of a trade 

deal could trigger a currency crisis and capital flight. 

d. Taiwan indicated it is changing the name of the U.S. foreign office in Taipei, 

calling the unofficial “embassy” the Taiwan Council for U.S. Affairs.  The 

inclusion of the term “Taiwan” will be an issue for Beijing as it suggests 

separation from China.  This is an issue fraught with risks—if anything were to 

prompt a hot war in the region, Taiwan declaring independence would do the 

trick. 

e. During his trip to Japan, the president complained about the Fed again.   

2. There appear to be some differences between President Trump and National Security 

Director Bolton over North Korea.  The president indicated that he is not troubled that 

Pyongyang had recently fired short-range missiles (his hosts were not as sanguine about 

the launches).  Bolton has indicated that the launches violated U.N sanctions. 

 

https://www.ft.com/content/a93e2416-8063-11e9-9935-ad75bb96c849?emailId=5cecb5266f45530004b759f0&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/ca1a0bfc-8093-11e9-9935-ad75bb96c849?emailId=5cecb5266f45530004b759f0&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.reuters.com/article/us-eu-italy-fiscal/eu-likely-to-start-disciplinary-steps-vs-italy-in-june-over-debt-idUSKCN1SX1D1
https://www.reuters.com/article/us-japan-usa-trade/trump-hopes-to-announce-more-on-trade-deal-with-japan-very-soon-idUSKCN1SX0HW?il=0
https://www.scmp.com/news/china/diplomacy/article/3011955/donald-trump-says-us-isnt-ready-china-trade-deal-and-they
https://www.reuters.com/article/us-usa-trade-china/china-says-u-s-demand-on-its-state-owned-enterprises-is-invasion-on-economic-sovereignty-idUSKCN1SV0I7
https://www.reuters.com/article/us-usa-trade-china/china-says-u-s-demand-on-its-state-owned-enterprises-is-invasion-on-economic-sovereignty-idUSKCN1SV0I7
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https://thehill.com/homenews/administration/445535-trump-swipes-at-fed-during-trip-to-japan
https://www.washingtonpost.com/politics/trump-denies-north-korea-launched-ballistic-missiles-contradicting-japan/2019/05/27/3b02431a-7e38-11e9-8bb7-0fc796cf2ec0_story.html?noredirect=on&utm_term=.06b55d4c41ce&wpisrc=nl_todayworld&wpmm=1
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Overall, the trip didn’t have significant market implications, but the lack of a deal and the U.S. 

president’s apparent indifference to the threat that the short-range missiles possess for Japan 

signal that the U.S. is less committed to Japan’s security.  That indication holds long-term 

implications for the region. 

 

Chinese financial system: For the first time in two decades, China’s government took control of 

a bank.  Baoshang Bank was taken over by regulators after it was said to have “serious” credit 

risks.   

 

Iran: It appears the president is trying to calm tensions with Iran.  Although his secretary of state 

and national security director seem to support increasing tensions, President Trump indicated 

that he is not seeking regime change in Tehran.  There are reports of diplomatic contacts between 

the two nations.  However, backing out of the Iran nuclear deal has soured Iran on talking to the 

U.S.; Tehran views Washington as unreliable.  The president clearly wants to avoid a military 

escalation with Iran, but there is no obvious path forward.  The tensions have generated a 

significant geopolitical premium into oil prices. 

  

U.S. Economic Releases 
 

The FHFA House Price Index came in below expectations, rising 0.1% from the prior month 

compared to the forecast of 0.2%.  The housing price index rose 1.1% in the fourth quarter.   
 

 
 

The chart above shows the year-over-year change in the FHFA House Price Index.  Housing 

prices have risen 5.0% from the prior year.  Although still rising, the price momentum is starting 

to show signs of weakness. 

 

The S&P CoreLogic CS 20-City Home Price Index came in above expectations at 2.68% 

compared to the forecast rise of 2.55% from the prior year.  The S&P CoreLogic CS U.S. Home 

Price Index rose by 3.72% from the prior year.  The prior report was revised downward from 

4.01% to 3.93%. 

https://finance.yahoo.com/news/china-apos-first-bank-seizure-210000879.html
https://www.washingtonpost.com/world/national-security/trump-says-he-is-not-seeking-regime-change-in-iran/2019/05/27/94d3053a-808d-11e9-933d-7501070ee669_story.html?noredirect=on&utm_term=.d33ab9a6d831&wpisrc=nl_todayworld&wpmm=1
https://www.wsj.com/articles/diplomats-launch-backchannel-talks-to-defuse-u-s-iran-tensions-11558724448?mod=mw_latestnews
https://www.reuters.com/article/us-usa-iran-nuclear/iran-sees-no-prospect-of-negotiations-with-u-s-foreign-ministry-idUSKCN1SY0JJ
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The chart above shows the year-over-year change in the S&P CoreLogic CS 20-City Home Price 

Index.   

 

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

EDT Indicator Expected Prior Rating

10:00 Conference Board Consumer Confidence m/m may 130.0 129.2 ***

10:00 Conference Board Present Situation m/m may 168.3 **

10:00 Conference Board Expectations m/m may 103.0 **

10:30 Dallas Fed Manufacturing Activity m/m may 5.8 2.0 **

Fed speakers or events

Economic Releases

No speakers or events scheduled  
 

Foreign Economic News 
 

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

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

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

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

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

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

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

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

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

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

ASIA-PACIFIC

China Industry Profits y/y apr -3.7% 13.9% ** Equity and bond neutral

Japan Leading Index CI m/m mar 95.9 96.3 ** Equity and bond neutral

Coincident Index m/m mar 99.4 99.6 ** Equity and bond neutral

PPI Services y/y apr 0.9% 1.1% 1.1% ** Equity and bond neutral

New Zealand ANZ Roy Morgan Weekly Consumption w/w may 118.6 117.2 ** Equity bullish, bond bearish

EUROPE

Eurozone Economic confidence m/m may 105.1 104.0 104.0 *** Equity bullish, bond bearish

Industrial Confidence m/m may -2.9 -4.1 -4.3 ** Equity bearish, bond bullish

Services Confidence m/m may 12.2 11.5 11.0 ** Equity bullish, bond bearish

Consumer Confidence m/m may -6.5 -6.5 -6.5 *** Equity and bond neutral

Germany Import Price Index m/m may 1.4% 1.7% 1.6% ** Equity and bond neutral

GfK Consumer Confidence m/m may 10.1 10.4 10.4 ** Equity and bond neutral

UK UK Finance Loans for Housing m/m apr 42989 39980 39525 ** Equity and bond neutral

Switzerland GDP y/y 1q 1.7% 1.4% 1.0% *** Equity bullish, bond bearish

Swiss Watch Exports y/y apr -0.4% 4.4% ** Equity and bond neutral

AMERICAS

Mexico GDP y/y 1q 1.2% 1.3% 1.3% *** Equity bearish, bond bullish

Trade Balance m/m mar 1.370 bn 1.430 bn -0.196 bn ** Equity bullish, bond bearish

Economic Activity IGAE y/y mar 1.3% 1.1% 1.2% ** Equity bullish, bond bearish

Brazil IBGE Inflation IPCA m/m may 4.9% 4.7% 5.0% *** Equity and bond neutral  
 

Financial Markets 
 

The table below highlights some of the indicators that we follow on a daily basis.  Again, the 

color coding is similar to the foreign news description above.  We will add a paragraph below if 

a certain move merits further explanation. 
 

Today Prior Change Trend

3-mo Libor yield (bps) 252 252 0 Up

3-mo T-bill yield (bps) 229 229 0 Neutral

TED spread (bps) 23 23 0 Neutral

U.S. Libor/OIS spread (bps) 237 237 0 Up

10-yr T-note (%) 2.29 2.32 -0.03 Neutral

Euribor/OIS spread (bps) -31 -31 0 Neutral

EUR/USD 3-mo swap (bps) 18 18 0 Down

Currencies Direction

dollar up Neutral

euro flat Up

yen up Neutral

pound flat Neutral

franc down Neutral  
 

Commodity Markets 
 

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

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

Brent $70.38 $70.11 0.39%

WTI $59.22 $58.63 1.01%  

Natural Gas $2.57 $2.60 -1.00%  

Crack Spread $23.64 $23.28 1.54%

12-mo strip crack $19.25 $18.88 1.93%

Ethanol rack $1.50 $1.50 0.00%

Gold $1,284.14 $1,285.36 -0.09%

Silver $14.49 $14.60 -0.71%

Copper contract $270.45 $269.95 0.19%

Corn contract 413.00$       404.25$       2.16%

Wheat contract 504.00$       489.50$       2.96%

Soybeans contract 842.75$       829.75$       1.57%

Baltic Dry Freight 1066 1068 -2

Shipping

Energy Markets

Metals

Grains

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer to normal temps for most of the country.  

Precipitation is expected for most of the country.   
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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.  
 

May 24, 2019 
 

How important have mergers, buybacks, etc. been to equity market performance?  Several 

analysts have attempted to answer this question by focusing on buybacks alone.  However, there 

is a more straightforward method of looking at this question and including all the factors that 

affect the number of shares available—the index divisor. 
 

This chart shows the divisor for the S&P 500. 
 

 
 

The divisor adjusts the S&P for membership changes (either by mergers or index adjustment), 

new share issuance or repurchases, or special stock-related transactions.  So, it isn’t a pure look 

at buybacks but isolating buybacks alone may overstate the impact of the activity if new shares 

are being issued or it may ignore the impact of membership adjustments.  In general, a rising 

divisor tends to depress the index and vice versa.  In the most recent data, the divisor peaked in 

Q3 2011; the decline in the divisor is partly due to buybacks, but merger activity has affected it 

as well. 
 

To calculate the impact of the divisor, we would use the following formula: 
 

Divisor * S&P Index = S&P Market Capitalization 
 

Rearranging terms leads to this formula: 
 

S&P Index = S&P Market Capitalization/Divisor 
 

And so, if we take the market capitalization and hold the divisor fixed at this peak in Q3 2011, 

we can estimate what the S&P 500 would have been without the decline in the divisor. 
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At the end of Q1, the S&P 500 was at 2824.44; if the divisor had held at its previous peak, it 

would have been 2593.63, or 8.2% lower.   
 

The more important question is if or when the trend in the divisor might reverse.  In general, 

history suggests that elevated equity market values tend to trigger equity issuance.  However, 

that has not been the case since 2000. 
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This chart shows the divisor and the S&P 500 Index since 1964.  From that year to Q1 2000, the 

two series were positively correlated at the 69.5% level.  However, since then, the correlation 

between the two series has not only flipped to inverse but strengthened.  During this century, for 

the most part, the equity markets appear less critical to raising capital.  Overall, we expect the 

divisor to continue to decline as firms continue to shrink the number of shares available; if we 

are correct, the equity markets have a modest tailwind going forward. 
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Data Section 

 

U.S. Equity Markets – (as of 5/24/2019 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 5/24/2019 close) 

 

e
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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 23, 2019 

 

0

5

10

15

20

25

30

70 80 90 00 10 20 30 40 50 60 70 80 90 00 10

4Q TRAILING P/E AVERAGE

-1 STANDARD DEVIATION +1 STANDARD DEVIATION

LONG-TERM TRAILING P/E

P
/E

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

P/E as of 5/22/2019 = 18.5x

 
 

Based on our methodology,1 the current P/E is 18.5x, down 0.1x from last week.  Improved 

earnings and lower index values caused the contraction. 

 

 

 
 
 
This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based 
upon sources and data believed to be accurate and reliable. Opinions and forward looking statements expressed are subject to 
change. This is not a solicitation or an offer to buy or sell any security. 
 

                                                 
1 This chart offers a running snapshot of the S&P 500 P/E in a long-term historical context. We are using a specific 
measurement process, similar to Value Line, which combines earnings estimates and actual data. We use an 
adjusted operating earnings number going back to 1870 (we adjust as-reported earnings to operating earnings 
through a regression process until 1988), and actual operating earnings after 1988. For the current quarter, we use 
the I/B/E/S estimates which are updated regularly throughout the quarter; currently, the four-quarter earnings 
sum includes three actual quarters (Q3 and Q4) and two estimates (Q1 and 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. 


