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

EuroStoxx 50 is up 0.3% from the last close.  In Asia, the MSCI Asia Apex 50 was up 0.3% 

from the prior close.  Chinese markets were lower, with the Shanghai composite down 0.3% and 

the Shenzhen index down 0.6%.  U.S. equity index futures are signaling a lower 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!  It was a quiet overnight session with some modest recovery in risk assets after 

the recent sell-off.  The U.S. released a plethora of data this morning, which we cover in detail 

below.  Most of Europe is closed for Ascension Thursday.  Here is what we are watching: 

 

The eastern front of the trade war: EU Trade Commissioner Malmström warned officials that 

the U.S. is preparing to level “billions” of EUR in tariffs this summer.  The tariff threat comes 

from the subsidies that the WTO has determined Europe gives to Airbus (EADSY, 31.86).  Car 

tariffs remain the most significant threat.  If the U.S. moves forward with tariffs on Europe, the 

most likely response would be a weaker EUR. 

 

The dollar threat: We tend to take a relaxed position on the dollar’s reserve currency status.  

Although it does confer benefits to the U.S. economy, it also brings significant costs.  

Essentially, the U.S. economy has foreign savings thrust upon it (that’s the inverse of the trade 

deficit), which causes either higher levels of unemployment or debt, depending on how the 

foreign savings is allocated into the U.S. economy.  At the same time, U.S. consumers benefit 

from a broad array of goods and services and low prices.  Furthermore, because these foreign 

savings must touch the U.S. financial system, it gives policymakers enormous power to coerce 

other nations into accepting U.S. foreign policy goals.  If they don’t, the U.S. can deny access to 

its financial system and deny them the use of the dollar for global transactions.  This power is 

being observed with the Iran nuclear deal.  Europe wants to keep the deal together even without 

U.S. participation.  But, to do that, European companies would have to continue to do business 

with Iran in violation of American sanctions.  As long as these companies don’t use dollars in the 

transaction and don’t contact the U.S. financial system, this is possible.  Good luck with that!  

To facilitate this trade, Europe has created a special vehicle that would, in theory, allow trade 

with Iran to occur and hide the transactions from the U.S. financial system.  India is reportedly 

setting up a separate but similar system to trade with Iran.  It is unlikely that these programs will 

completely isolate Europe from U.S. financial rules.  These alternative payment systems could 
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undermine the dollar’s reserve status and reduce American power.  But, they come at a cost; to 

really be effective, the EU must start running large trade deficits and accept foreign saving, 

something that would be an anathema to Germany.  These alternative payment systems represent 

a threat to U.S. hegemony, but it will not be a serious threat until other nations are willing to 

accept the whole cost of the reserve role, which, to date, none have been willing to bear. 

 

The EU and Italy: The EU is threatening to sanction Italy for its fiscal spending.  Italy, at least 

according to Ambrose Evans-Pritchard, is considering issuing micro sovereign bills, a type of tax 

anticipatory notes that could act as a parallel currency.  Although the EU will probably manage 

Brexit and survive, a rupture with Italy would be a serious threat to the Eurozone and may 

fracture the single currency.   

 

Brexit: Labour leader Corbyn suggested today that another referendum would not be merely 

about staying or going, but other alternatives as well.  Although British leaders continue to 

indicate that the EU will renegotiate the May agreement, there is no evidence to suggest the EU 

will budge.  U.K. voters in the EU elections showed a clear preference for parties that wanted to 

either (a) leave with or without a deal, or (b) stay in the EU.  The problem for the political 

classes is that they are trying to find a middle ground between these two positions when one 

probably doesn’t exist.  If they were to hold 50 referendums, they would probably find that, like 

the coin flip experiment done in entry level statistics, the outcome to stay or leave would likely 

be about equal.  The inability to craft a middle ground increases the odds of a hard Brexit.  It’s a 

bit like when there is a review of a call in Major League Baseball; when the review is 

inconclusive, the call on the field stands.  The fact that Article 50 has been invoked means the 

call leans to a hard Brexit.  Avoiding this outcome would likely require a general election and, in 

the current political environment, it isn’t obvious that any party in Britain can achieve a majority.   

 

Venezuela:  In a completely unexpected move, the central bank of Venezuela published several 

spreadsheets detailing its economic performance.  The country hasn’t officially published this 

data since 2015 so the fact that the information was even being gathered is a bit of a surprise.  It 

isn’t clear why this data was released; it is quite possible that it was a rogue operation because 

it’s hard to see how this data burnishes Maduro’s position.  Nevertheless, there were some 

interesting highlights.  In Q3 2018, GDP fell 22.5% on a yearly basis.  Inflation in 2018 was 

130,000%.  GDP has contracted every quarter since 2014.  Everyone thought conditions in 

Venezuela were bad, but now we have some data to back up that perception. 

 

A positive for nuclear power: The IEA warned this week that nations should reconsider closing 

aging nuclear power plants because nearly all the alternatives will boost greenhouse gases and 

increase costs to consumers.   

 

Odds and ends: Benjamin Netanyahu was unable to form a government, so new elections will 

be held in Israel.  It appears Russia is violating the nuclear test ban.  Turkey is threatening to put 

missiles on the Mediterranean; most likely this is to threaten Cyprus.  Turkey is in a dispute with 

Cyprus over offshore hydrocarbon assets that both nations claim. 
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U.S. Economic Releases 
 

The second reading of Q1 GDP came in above expectations at 3.1% compared to the forecast of 

3.0%.  Personal consumption came in above expectations at 1.3% compared to the forecast of 

1.2%.  Core PCE rose 1.0% from the prior quarter.  The overall GDP price index rose 0.8% 

compared to the forecast of 0.9%. 
 

 
 

The chart above shows historical GDP.  Currently, GDP continues to grow at a solid pace. 
 

 
 

The table above shows the contributions to GDP.  The biggest contributors were net exports and 

investment spending.  
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This chart shows the contributions graphically.  Q1 was revised downward due to the decline in 

investment and net exports outweighing the upward revision in consumption. 
 

Corporate profits fell relative to GDP. 
 

 
 

This data is consistent with the recent slowdown in earnings growth.   
 

Initial jobless claims came in above expectations at 215k compared to the forecast of 214k. 
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The chart above shows the four-week moving average for initial claims.  The four-week moving 

average fell from 220.50k to 216.75k. 
 

The advance April goods trade deficit came in narrower than expected at $72.1 bn compared to 

the forecast of $72.7 bn.   
 

 
 

The chart above shows the trade balance of goods and the advance trade balance.   
 

Wholesale inventories came in above expectations, rising 0.5% from the prior month compared 

to the forecast gain of 0.2%.  Retail inventories rose by 0.5% from the prior month. 
 

The table below lists 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 m/m apr 60.3 **

10:00 Pending Home Sales m/m apr 0.5% 3.8% **

10:00 Pending Home Sales m/m apr 0.1% -3.2% **

Speaker or event

12:00 Richard Clarida Speaks to the Economic Club of New York Vice 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 

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 Swift Global Payments y/y apr 1.9% 1.9% ** Equity and bond neutral

Japan Japan buying foreign bonds m/m may -¥189.0 bn ¥1355.7 bn * Equity and bond neutral

Japan buying foreign stocks m/m may ¥18.8 bn ¥241.7 bn * Equity and bond neutral

Foreign buying Japan bonds m/m may ¥578.7 bn -¥194.9 bn * Equity and bond neutral

Foreign buying Japan stocks m/m may -¥128.2 bn -¥58.0 bn * Equity and bond neutral

Australia Private Capital Expenditure q/q 1q -1.7% 2.0% 0.4% ** Equity and bond bearish

Building Approvals m/m apr -24.2% -27.3% -22.4% ** Equity and bond bearish

New Zealand Building Permits m/m apr -7.9% -6.9% *** Equity and bond bearish

AMERICAS

Canada CFIB Business Barometer m/m apr 59.7 56.7 *** Equity and bond neutral

Brazil PPI Manufacturing m/m apr 7.8% 8.1% ** Equity bullish, bond bearish

Central Government Budget Balance m/m apr 6.5 bn -21.1 bn 9.1 bn ** Equity and bond neutral

Total Outstanding Loans m/m apr 3.268 tn 3.267 tn 3.285 tn *** Equity and bond neutral

FGV Inflation IGPM y/y may 7.6% 8.6% 7.8% *** Equity bullish, bond bearish  
 

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) 252 252 0 Up

3-mo T-bill yield (bps) 230 230 0 Neutral

TED spread (bps) 22 22 0 Neutral

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

10-yr T-note (%) 2.26 2.26 0.00 Neutral

Euribor/OIS spread (bps) -32 -32 0 Neutral

EUR/USD 3-mo swap (bps) 17 17 0 Down

Currencies Direction

dollar flat Neutral

euro flat Up

yen down Neutral

pound flat Neutral

franc down Neutral

Central Bank Action Current Prior Expected

Bank of Canada Rate Decision 1.750% 1.750% 1.750% 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 $68.81 $69.45 -0.92%

WTI $58.89 $58.81 0.14%  

Natural Gas $2.60 $2.62 -0.91%  

Crack Spread $21.81 $22.41 -2.65%

12-mo strip crack $17.98 $18.49 -2.73%

Ethanol rack $1.57 $1.57 0.30%

Gold $1,277.63 $1,279.78 -0.17%

Silver $14.42 $14.43 -0.06%

Copper contract $264.45 $266.40 -0.73%

Corn contract 422.75$       418.75$       0.96%

Wheat contract 495.25$       490.50$       0.97%

Soybeans contract 872.00$       872.00$       0.00%

Baltic Dry Freight 1107 1082 25

Actual Expected Difference

Crude (mb) -0.5

Gasoline (mb) -0.8

Distillates (mb) 0.9

Refinery run rates (%) 1.00%

Natural gas (bcf) 98.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

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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r = +69.5%

r = -77.6%

 
 

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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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 5/29/2019 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 5/29/2019 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 (due to the holiday, we will update this section tomorrow, 5/31) 
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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. 


