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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.

September 23, 2016

Profit margins are off their highs but have started to improve.
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This chart takes total S&P 500 operating earnings as a percentage of GDP. Excluding the
financial crisis, operating earnings have been running between 5% and 6% of GDP for most of
the past decade and a half. In the middle of last year, this percentage fell below 5% and has
remained below that threshold for the past four quarters. Falling energy prices appear to be the
culprit for the drop in margins.

We have a model for this series that is critical to our forecasts for S&P earnings. It includes unit
labor costs, net exports as a percentage of GDP, LIBOR, fed funds, national income accounts
profits as a percentage of GDP, a national corporate cash flow estimate from the Financial
Accounts of the U.S.,! the EUR/USD exchange rate and oil prices. Based on these variables (and

1 Also known as the Flow of Funds report.
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the forecasts coming from the Philadelphia FRB’s Survey of Professional Forecasters), we
estimate S&P 500 earnings as a percentage of GDP.

Here is our updated model.

MARGIN MODEL

RATIO
w
1

T T T T T T T T T T T T T T 1 T
96 98 00 02 04 06 08 10 12 14 16 18

] —— S&P EARNINGS/GDP —— FORECAST \

Sources: Haver Analvtics. Philadelphia Fed. CIM

By Q1 2017, margins should rise back to 5%. Given the current divisor, S&P earnings for this
year are expected at $107.09, and $113.89 for 2017.2 These are much lower than what is being
discussed in the financial press, mostly due to the wide divergence between Thomson-Reuters
and S&P’s earnings numbers.?

The key to the forecast is that the dollar will gradually weaken as the terminal rate is lowered for
fed funds and as oil prices recover to $52 by mid-2017. If the dollar unexpectedly strengthens,
which would also lower oil prices, we would need to adjust our forecasts lower. Of course, this
also means that earnings will exceed our current estimates if the dollar weakens more than we
expect (EUR/USD > $1.14) and/or oil prices rise more than forecast. The actual recovery in
margins is a welcome sign for earnings, although we believe that most of this good news is
already reflected in current prices. However, the good news is that, barring a recession, we
should avoid a major market correction.

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.

2 This change reduces our estimate for 2016 from $107.82, but increases our forecast for 2017 from $109.32.
3 We analyzed this issue in the AAW from 7/15/2016.
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http://www.confluenceinvestment.com/wp-content/uploads/AAW_July_15_2016.pdf

