Asset Allocation Weekly
By Asset Allocation Committee

Confluence Investment Management offers various asset allocation products which are managed using
“top down,” or macro, analysis. We publish asset allocation thoughts on a weekly basis in a special
section within our Daily Comment report, updating the piece every Friday.

April 7, 2017
In our 2017 Outlook, our earnings forecast for the S&P 500 was $119.45 per share, up from
$106.25 in 2016.1 Based on new data and other trends, we are raising this forecast to $126.44 for
this year. There are three reasons for the change.
The spread between Thomson-Reuters and S&P operating earnings is narrowing. This is
an issue we have discussed in the past. There are two primary sources of information for
earnings, Standard and Poor’s and Thomson-Reuters. Most of the time, the two sources are
consistent. However, since the Great Financial Crisis, the latter has tended to report higher
operating earnings for the S&P 500 than the former. Explanations for this divergence vary. It
does appear that Thompson-Reuters takes a more “relaxed” view on what costs are excluded
compared to Standard and Poor’s. Here is the data through Q4 2016:
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This is basis S&P operating earnings. The other major provider, Thomson-Reuters, has the higher numbers that
are usually reported in the media.
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In 2001 and 2008, the spread between the two series coincided with recessions. Since the Great
Recession, we have had two periods where the spread has widened; both are tied to declines in
oil prices. As oil prices recover, the current spread should narrow.
Margins are showing some improvement. We compare total S&P 500 earnings to GDP. Our
model for this percentage is indicating that margins will improve this year.
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The blue line on the chart shows the actual percentage of S&P 500 total operating earnings to
nominal GDP. For most of this century, this percentage has been ranging between 5% and 6%.
The drop in oil prices led to some margin compression. We also expect improving productivity
and a modest widening of the trade deficit to boost margins, shown above as the red line, which
is the model forecast.
Finally, the per-share data will be supported by a steadily declining divisor. The below
chart shows the S&P 500 divisor; it’s a scaling factor for the index.
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To calculate the index, one takes the overall market capitalization and divides it by the divisor.
The divisor adjusts to changes in the composition of the index, as well as new issuance, share
repurchases and mergers. The rise in share buybacks has led to a steady drop in the divisor; we
are now at levels last seen in early 2000. As the divisor declines, the per-share value rises.
Despite this increase in earnings, we have not boosted our S&P 500 target forecast of 2400 for
the year. We view the P/E as elevated at this point and so we expect the rise in earnings to
mostly result in a weaker multiple. At the same time, this change will make equity markets less
expensive and thus less vulnerable to disappointment. If the rise in business and consumer
sentiment supports the multiple, we will make appropriate adjustments to our forecast.
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.
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.
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