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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 this report, updating the
report every Friday, along with an accompanying podcast.

September 3, 2021

Are Strong Profits Sustainable?
(Note: due to the upcoming Labor Day holiday, there will not be an accompanying podcast episode this week.)
With the first update of Q2 GDP, the Commerce Department released its corporate profits for the

economy. Using after-tax profits, which exclude inventory adjustment and depreciation, profits
relative to GDP hit a new record.

CORPORATE PROFITS/GDP
AFTER TAX, WITHOUT INVENTORY ADJ AND DEPRECIATION
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Source: Haver Analytics

By this measure, profits were 11.8% of GDP, edging out the previous peak of 11.7% in Q1 2012.
The data show that it is not unusual for profits to decline in recessions and rebound in recoveries.
However, this recession, though deep, was the shortest on record. The profit/GDP recession
trough was the highest in the postwar era; in other words, the usual profit decline, scaled to GDP,
was much less than seen in earlier recessions.

S&P 500 operating earnings relative to GDP have hit a new record as well.
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S&P 500 EARNINGS AS % OF GDP
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The key question is whether the surge in profits, both on the national level and for the S&P 500,
can be sustained. The history of both series suggests that, absent a recession, earnings tend to
moderate but remain elevated. So, optimism about future earnings is justified. However, there is
a broader issue at work. In the 1970s, when inflation was elevated, corporate profits tended to
rise in tandem with prices. Firms, facing higher costs, were able to pass along these costs to their
customers. This action exacerbated inflation. Until we see supply constraints ease, inflation will
continue to rise unless consumers reduce their spending or profit margins fall. If margins are
maintained, either inflation will remain elevated or consumers will have to reduce their spending.

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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