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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.

October 4, 2019

Although the convention for measuring earnings is compared to shares, Standard and Poor’s also
calculates the level of operating earnings for all the stocks in the S&P 500.

Standard & Poors 500 Composite: Total Operating Earnings
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The per-share value is calculated by dividing this number by the S&P divisor. The advantage of
this number versus the per-share data is that it is easier to compare total operating earnings of the
S&P to the profits data compiled by the Bureau of Economic Analysis (BEA) as part of the
National Product Account data.! The BEA data measures total corporate profitability.

The BEA makes occasional revisions to the GDP and related reports, and recently we had a
significant revision to the profits calculation.

1 The GDP data comes from this effort.
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Corporate Profits After Tax with IVA & CCAd|
SAAR, BIl.$ (initial data)

Corporate Profits After Tax with IVA & CCAdj
SAAR, Bil.$ (revised data)
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Source: Bureau of Economic Analysis/Haver Analytics

The BEA made a meaningful revision to its profit calculation.? We use this data and forecasts
from the Survey of Economists conducted by the Philadelphia FRB in calculating our earnings
forecast.

S&P 500 TOTAL OPERATING EARNINGS MODEL

1,600
1,400

1,200 A/
o N el
600 m ./f/

400 AN
200 o [

0
-200

S, BN, OPERATING EARNINGS

94 9% 98 00 02 04 06 08 10 12 14 16 18 20

‘ ——— S&P TOTAL OPERATING EARNINGS ——— FAIR VALUE, INITIAL REPORT s FAIR VALUE, REVISED

Sources: Haver Analytics, CIM

This chart is a model that estimates S&P operating earnings using the BEA profits data. The
value of comparing the BEA profits data to S&P operating earnings is that it does give us a
warning when earnings for the index are “frothy” and probably due to decline. In 2000 and
2006, S&P total operating earnings far exceeded the model’s fair value forecast and, as the
recession approached, the index’s earnings fell to or exceeded the BEA-based model forecast.

Until the revisions, the S&P total operating earnings data was a bit high but not outside model
ranges. The revisions now suggest that current operating earnings are high and will likely

2 For reference, we use after-tax profits with inventory and depreciation adjustment.
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decline in the coming quarters. We still have other factors to take into account (the path of the
divisor and the business cycle are two important ones) but, overall, earnings are likely to decline
in the coming quarters.

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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