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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: August 28, 2018—9:30 AM EDT]  Global equity markets are mixed this morning.  

The EuroStoxx 50 is unchanged from the last close.  In Asia, the MSCI Asia Apex 50 was up 

0.7% from the prior close.  Chinese markets were mixed, with the Shanghai composite down 

0.2% and the Shenzhen index up 0.1%.  U.S. equity index futures are signaling a higher open.   

 

It’s a quiet Tuesday.  Here is what we are watching today: 

 

A deal with Mexico: Although it wasn’t a huge surprise, it does appear the U.S. and Mexico 

have a trade agreement.  The overall details are as follows:1 

 

1. 75% of content in autos must be sourced in North America to be tariff-free, up from 

62.5%.  Impact—modestly inflationary. 

2. Between 40% and 45% of auto content must be produced by workers earning at least $16 

per hour, which shifts production to the U.S. and potentially Canada, or raises wages in 

Mexico.  Impact—initially inflationary, but will likely spur increased automation. 

3. Steel and aluminum inputs must be sourced in North America.  Impact—inflationary. 

4. Broad rules for nation of origin in other industries to qualify for tariff-free treatment.  

Impact—will shift investment into North America, likely inflationary. 

5. Copyright holders will have full protection in markets of member nations; intent is for 

this to become a global model (this was actually a goal of TPP).  Impact—bullish for 

North American tech and entertainment, modestly inflationary. 

6. All digital products distributed electronically will be tariff-free.  This was an area that 

clearly needed an update.  Impact—modestly deflationary. 

7. Although full details have not been released, Mexico will need to take specific steps to 

recognize collective bargaining agreements.  Impact—uncertain. 

8. The “sunset clause” was eased significantly; this new agreement is a 16-year program 

with a review after six years.  Originally, the Trump administration wanted a new 

agreement every five years.  That outcome would have seriously undermined cross-

border investment due to the uncertainty caused by frequent renegotiation.  Impact—

negligible. 

9. The international tribunal dispute mechanism was curtailed.  Energy and infrastructure 

industries will continue to use the current system but other industries will need to create 

                                                 
1 https://www.wsj.com/articles/what-the-u-s-mexico-trade-pact-says-1535403635  
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new mechanisms that will be more beholden to sovereignty.  Impact—potentially 

inflationary as it will allow nations to implement barriers and reduce investment.   

10. Agriculture will remain tariff-free.  Impact—deflationary. 

Perhaps the best way to frame this agreement is to think about the economy differently.  One of 

the most powerful concepts in economics is supply and demand.  Because it’s so powerful, it 

tends to shape broader thinking about the economy and markets.  Thus, there is a tendency to 

separate consumers from capital and labor, the idea being that the latter two represent the supply 

side while the consumers represent the demand side.  In reality, we are usually either capital or 

labor, depending on how we get paid, but we are all consumers.  Throughout history, there is an 

interplay between the three that tends to be unrecognized by economics.  In our estimation, 

capital tends to get its due share in capitalist economies, to a greater or lesser extent.  Only under 

socialist or communist structures is capital at a disadvantage and history tells us that capital tends 

to suffer the “tragedy of the commons2” in these systems because of social ownership.  In other 

words, if no one has complete ownership of capital, it tends to be neglected and thus deteriorates.  

In capitalist economies, capital always gets a share and the real vacillation of power is between 

labor and consumers.  If a society wants to support labor under capitalism, consumers usually 

suffer.  As the 1960s and 1970s often showed, creating high-paying, low-skilled jobs (which 

required protection through collective bargaining and from foreign competition) led to 

consumers paying a lot for shabby products.  But, globalization and improving the lot of 

consumers by reducing labor’s power hurt labor, who were also the bulk of consumers.  It 

appears to us that the administration is trying to redress the relative weakness of labor with this 

agreement with Mexico, which we assume will become the blueprint for negotiations with most 

other nations.  That will likely lead to higher wages in some industries and bring higher inflation.  

This is a trade-off we have been anticipating for some time; the rise of the populist left and right 

is directly related to the policies of deregulation and globalization of the late 1970s that favored 

capital and consumers.  These policies clearly led to lower inflation but the relative 

impoverishment of the working classes.  The last two presidents won by offering voters the idea 

that they would reverse this trend.  This new trade agreement is part of this goal. 

 

So, what happens now?  Canadian negotiators are coming to Washington to start talks.  The most 

likely outcome is that Canada and the U.S. will strike a similar agreement.  It should be 

remembered that NAFTA was never really a North American agreement—it was a U.S./Canada 

and U.S./Mexico agreement.  A simple observation of Mexican/Canadian trade relative to the 

U.S. makes this clear.   

 

                                                 
2 http://science.sciencemag.org/content/162/3859/1243  

http://science.sciencemag.org/content/162/3859/1243
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As this chart shows, trade between Canada and Mexico is dwarfed by each nation’s trade with 

the U.S.  Thus, negotiating two separate agreements, even if they are called NAFTA, makes 

sense.  We expect Canada to come to a deal with U.S. negotiators. 

 

The bigger question is what does this mean for Trump’s future trade policy?  If this agreement 

does become a negotiating blueprint, it is good news because it means the U.S. isn’t necessarily 

embarking on blowing up the global trading system.  This is why equities treated the news of a 

deal so warmly yesterday.  Instead, the president appears to be trying to tip the scales for 

American industrial workers.  This is tricky because sometimes helping some industries 

disadvantages others.  But, some correction from what has been in place for nearly 30 years 

should not be a huge surprise.  We would expect the EU to observe what has transpired with 

Mexico and the U.S. and shape an agreement with the administration.  The greatest uncertainty 

surrounds China.  It isn’t clear if the U.S. simply wants a deal with China or if the goal is to use 

trade as a tool of geopolitical dominance.  We would lean toward the latter; keep in mind that 

TPP was designed to isolate China and force it to comply with TPP rules.  Thus, we would be a 

bit surprised by a deal with China; instead, we look for increasing tensions. 

 

An attack on social media and search engines: In a tweet3 this morning, President Trump 

accused Google (GOOGL, 1256.27) of bias.  Concern over bias is nothing new; other social 

media firms have faced similar accusations.  Social media firms are scheduled for hearings on 

September 5.4  This isn’t a position the tech media firms wanted to find themselves in; for years, 

they argued they were merely platforms and not journalists or media firms, and thus didn’t 

deserve scrutiny.  This position has become increasingly difficult to defend as various actors, 

                                                 
3 https://twitter.com/realDonaldTrump?ref_src=twsrc%5Egoogle%7Ctwcamp%5Eserp%7Ctwgr%5Eauthor  
4 https://www.axios.com/tech-giants-tighten-their-act-before-congressional-testimony-1535413676-e4121feb-
88c0-4749-9b95-99ccaca08e83.html  

https://twitter.com/realDonaldTrump?ref_src=twsrc%5Egoogle%7Ctwcamp%5Eserp%7Ctwgr%5Eauthor
https://www.axios.com/tech-giants-tighten-their-act-before-congressional-testimony-1535413676-e4121feb-88c0-4749-9b95-99ccaca08e83.html
https://www.axios.com/tech-giants-tighten-their-act-before-congressional-testimony-1535413676-e4121feb-88c0-4749-9b95-99ccaca08e83.html


 

 

20 Allen Avenue, Suite 300 | Saint Louis, MO  63119 | 314.743.5090 

www.confluenceinvestment.com 

 4 

including foreign ones, have “weaponized” social media for their own ends.  Although we don’t 

expect anything to happen in the near term, eventually these firms will face increasing regulation 

that could undermine their business models.  The best book on this issue is The Four by Scott 

Galloway, which we have reviewed.5 

 

The next ECB president: Mario Draghi’s term in office ends on Halloween 2019.  Although 

that is still a ways off, there has been some position jockeying for some time.  A leading 

candidate has been the head of the Bundesbank, Jens Weidmann.  Weidmann has been critical of 

the ECB’s actions to stabilize the Eurozone economy, including QE.6  According to reports, 

Chancellor Merkel is leaning toward supporting a German for European Commission president.7  

Since it would be likely impossible to get the EU to support a German for two of the top posts in 

the EU, it looks increasingly like Weidmann will be sidelined.  If this trend continues, the ECB 

leadership post is wide open.  According to reports, a number of potential candidates have 

emerged.8  However, it should be noted that none of the projected candidates are from the 

southern tier nations and most are considered rather hawkish.  We would bet on the Finns getting 

the nod. 

 

North Korea: We have seen relations move from hope to concern.  Last week, President Trump 

announced that his secretary of state would not be traveling to Pyongyang after all, blaming the 

lack of progress in talks.  Although this nation has been on the backburner of our attention 

recently, conditions are deteriorating again.  North Korea is still negotiating with South Korean 

President Moon, raising the potential for “daylight” between U.S. and South Korean policy.  

North Korea has also accused the U.S. Special Forces and Japan of conducting exercises in the 

Philippine island of Luzon, which is roughly like launching attacks on North Korea from 

Okinawa.9  At the same time, there are other reports coming from North Korea suggesting the 

recent deterioration in relations isn’t because of President Trump or Secretary of State Pompeo; 

instead, the blame is being assigned to John Bolton and Congress.10  The reports about dissention 

within the U.S. as the cause of tensions with North Korea may be due, in part, to uncertainty 

about the future path of talks.  If Kim were purely “playing” the U.S., he would do something 

aggressive, like launch a missile, and go back to the pre-summit situation.  The fact that this 

discussion is out in the open may mean that North Korea does want negotiations to move 

forward but doesn’t want to look foolish if nothing comes of them.  At this point, we don’t really 

know, but a personal gesture toward Trump might be required if Kim wants something to 

happen.   

 

The king killed the IPO: The crown prince of Saudi Arabia was working on the Saudi Aramco 

IPO not only to raise revenue for economic restructuring but also to open up Saudi society.  

According to reports, his father, King Salman, decided that too much transparency could lead to 

                                                 
5 https://www.confluenceinvestment.com/research-news/reading-list/  
6 https://www.ft.com/content/485e1d66-bb13-11e7-9bfb-4a9c83ffa852  
7 https://www.ft.com/content/8118238a-a6b4-11e8-8ecf-a7ae1beff35b  
8 https://www.ft.com/content/97008006-a78c-11e8-926a-7342fe5e173f  
9 https://www.washingtonpost.com/world/north-korea-accuses-us-of-plotting-invasion-while-talking-with-smile-
on-its-face/2018/08/26/a241993c-a917-11e8-8f4b-aee063e14538_story.html?utm_term=.fd0b369513a9  
10 https://www.38north.org/2018/08/rcarlin082118/  

https://www.confluenceinvestment.com/research-news/reading-list/
https://www.ft.com/content/485e1d66-bb13-11e7-9bfb-4a9c83ffa852
https://www.ft.com/content/8118238a-a6b4-11e8-8ecf-a7ae1beff35b
https://www.ft.com/content/97008006-a78c-11e8-926a-7342fe5e173f
https://www.washingtonpost.com/world/north-korea-accuses-us-of-plotting-invasion-while-talking-with-smile-on-its-face/2018/08/26/a241993c-a917-11e8-8f4b-aee063e14538_story.html?utm_term=.fd0b369513a9
https://www.washingtonpost.com/world/north-korea-accuses-us-of-plotting-invasion-while-talking-with-smile-on-its-face/2018/08/26/a241993c-a917-11e8-8f4b-aee063e14538_story.html?utm_term=.fd0b369513a9
https://www.38north.org/2018/08/rcarlin082118/
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trouble.  Thus, he killed the deal.11  This development bears watching.  Since becoming king, 

there have been reports that King Salman wasn’t quite “all there” and his son, the crown prince, 

was really in control.  And, up until this point, all signs supported that idea.  Crown Prince 

Muhammad bin Salman (MbS) acted with what appeared to be complete freedom, conducting a 

war, cracking down on “corruption” and announcing long-term investment plans.  That isn’t to 

say that MbS didn’t face corrections from his father.  The king opposed the U.S. recognition of 

Jerusalem as Israel’s capital after MbS had seemingly approved the plan.  But, as noted, the king 

gave his son a lot of leeway in policy.  According to Reuters, the king may have become 

concerned about public scrutiny of Saudi Aramco and how that would reflect on the royal family.  

We will be watching for more evidence that MbS may be slipping from the king’s favor. 

 

 U.S. Economic Releases 
 

The advance goods trade deficit came in wider than expected at $72.2 bn compared to the 

forecast of $69.0 bn.  

 

 
 

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

 

Wholesale inventories came in above expectations, rising 0.7% from the prior month compared 

to the forecast gain of 0.2%.  Retail inventories rose 0.4% from the prior month. 

 

The S&P CoreLogic CS 20-City Home Price Index came in below expectations at 6.31% 

compared to the forecast rise of 6.40% from the prior year.  The prior report was revised from 

                                                 
11 https://www.reuters.com/article/us-saudi-aramco-ipo-king-exclusive/exclusive-saudi-king-tipped-the-scale-
against-aramco-ipo-plans-idUSKCN1LC1MX  

https://www.reuters.com/article/us-saudi-aramco-ipo-king-exclusive/exclusive-saudi-king-tipped-the-scale-against-aramco-ipo-plans-idUSKCN1LC1MX
https://www.reuters.com/article/us-saudi-aramco-ipo-king-exclusive/exclusive-saudi-king-tipped-the-scale-against-aramco-ipo-plans-idUSKCN1LC1MX
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6.51% to 6.54%.  The S&P CoreLogic CS U.S. Home Price Index rose by 6.24% from the prior 

year.   

 

 
 

The chart above shows the year-over-year change in the S&P CoreLogic CS 20-City Home Price 

Index.  The HPI continues to remain steady near 6.0%.  The rise in prices is likely due to a lack 

of supply as housing starts continue to remain below the long-term average. 

 

The table below lists the economic releases scheduled for the rest of the day. 

 

EDT Indicator Expected Prior Rating

10:00 Richmond Fed Manufacturing Index m/m aug 17 20 **

10:00 Conference Board Consumer Confidence m/m aug 126.6 127.4 **

10:00 Conference Board Present Situation m/m aug 165.9 **

10:00 Conference Board Expectations m/m aug 101.7 **

Economic Releases

No speakers or events scheduled

Fed speakers or events

 
 

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 
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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

Australia ANZ Roy Morgan Weekly Consumption y/y aug 116.5 114.1 ** Equity bullish, bond bearish

EUROPE

Eurozone M3 Money Supply y/y jul 4.0% 4.4% 4.3% ** Equity and bond neutral

Italy Manufacturing Confidence m/m aug 104.8 106.9 106.5 ** Equity and bond neutral

Consumer Confidence m/m aug 115.2 116.3 115.8 *** Equity and bond neutral

Economic Sentiment m/m aug 103.8 105.4 ** Equity and bond neutral

PPI y/y aug 3.6% 3.2% ** Equity bullish, bond bearish

AMERICAS

Mexico Trade Balance m/m jul -2.889 bn -0.897 bn -1.520 bn ** Equity bearish, bond bullish

Canada Bloomberg Nanos Confidence m/m aug 56.7 56.6 ** Equity and bond neutral

Brazil Foreign Direct Investment y/y jul $3.897 bn $6.533 bn $4.000 bn ** Equity and bond neutral

Current Account Balance y/y aug -$4.433 bn $0.435 bn -$3.650 bn ** Equity bearish, bond bullish  
 

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. 
 

Today Prior Change Trend

3-mo Libor yield (bps) 232 231 1 Up

3-mo T-bill yield (bps) 206 207 -1 Neutral

TED spread (bps) 26 25 1 Neutral

U.S. Libor/OIS spread (bps) 209 209 0 Up

10-yr T-note (%) 2.85 2.85 0.00 Up

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

EUR/USD 3-mo swap (bps) 10 10 0 Down

Currencies Direction

dollar down Neutral

euro up Neutral

yen down Neutral

pound flat Neutral

franc up Neutral  
 

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. 
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Price Prior Change Explanation

Brent $76.50 $76.21 0.38%

WTI $68.85 $68.87 -0.03%

Natural Gas $2.88 $2.88 0.10%

Crack Spread $17.99 $17.85 0.80%

12-mo strip crack $20.81 $20.71 0.47%

Ethanol rack $1.47 $1.48 -0.19%

Gold $1,213.16 $1,211.38 0.15%

Silver $14.94 $14.90 0.29%

Copper contract $275.20 $273.20 0.73%

Corn contract 361.75$       361.50$       0.07%

Wheat contract 526.50$       522.50$       0.77%

Soybeans contract 847.00$       848.25$       -0.15%

Baltic Dry Freight 1697 1709 -12

Actual Expected Difference

Crude (mb) -1.5

Gasoline (mb) 0.0

Distillates (mb) 1.5

Refinery run rates (%) -0.60%

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer to normal temperatures for most of the country, 

with cooler temps in the western region.  Precipitation is expected for most of the country.  There 

is no tropical cyclone activity expected over the next 48 hours in the Atlantic basin.
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Asset Allocation Weekly Comment 
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.  
 

August 24, 2018 
 

What is price stability?  The working definition for the Federal Reserve was crafted by Alan 

Greenspan in 1994, when he suggested that price stability has been achieved when 

“…households and businesses need not factor expectations of changes in the average level of 

prices into their decisions.”12  In other words, a central bank has achieved its price objective not 

necessarily when it has reached 0% inflation but when households and firms no longer take 

inflation (or deflation) into account when making purchase or investment decisions.  This is 

probably the best answer to those who complain that 2% inflation is still inflation; although true, 

we have observed that no one seems to care about inflation around this level.  Once the 

perception of price stability has been achieved, firms and households react to price increases by 

assuming the rise is due to particular factors in a specific market, not because of overall inflation.  

If prices rise in one market but economic actors don’t believe it’s due to an overall increase in 

the price level, then they are less likely to react to that specific price change by assuming they 

should buy other goods before prices increase there as well.   

 

Assumptions surrounding price stability change how financial markets operate.  If investors fear 

inflation, or, more accurately, when expectations of price stability are absent, then anything that 

increases the fear of inflation, such as currency weakness, will force the central bank to raise 

rates to offset that concern.  The increase in interest rates will slow economic activity and 

weaken financial asset prices.  Fiscal expansion can cause similar fears.  On the other hand, 

when investors expect price stability, fiscal or monetary expansion is welcomed because it will 

support the economy and lift asset prices.   
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The chart on the left shows the 10-year T-note yield and the S&P 500 Index; the latter is on a log 

scale.  The chart on the right is the focus of this analysis.  Here we examine the 10-year moving 

                                                 
12 https://www.dallasfed.org/~/media/documents/institute/wpapers/2008/0008.pdf  

https://www.dallasfed.org/~/media/documents/institute/wpapers/2008/0008.pdf
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correlation between the monthly change in the S&P 500 and the 10-year yield.  Note that the 

change in the two series was positively correlated from 1946 into 1967; in other words, when the 

S&P rose, so did long-duration interest rates.  From an investor’s perspective, the 10-year 

Treasury could act as a partial hedge to an equity portfolio.  Because bond prices fell when rates 

rose, a portfolio holding bonds and stocks would tend to have lower risk.  Under conditions of 

rising equity values, an investor would expect his bonds to fall in value and vice versa, meaning 

the same investor could expect his bond values to rise when equity values fell.   

 

From 1967 into 2001, this correlation reversed its sign.  When rates rose, the S&P fell.  Thus, a 

portfolio of bonds and stocks, in terms of price, moved in the same direction.  Now, as the chart 

on the right shows, in terms of overall direction, there was a bull market in both bonds and stocks 

from roughly 1985 to 1990.  But, since we are examining this on a monthly change basis, there 

was still a tendency for rising interest rates to trigger equity weakness.  The 1987 crash is an 

example.   

 

Since 2002 into the present, the correlation sign has reverted back to the 1946-67 condition.  This 

means that holding long-duration bonds in a portfolio will act as an effective hedge to an equity 

portfolio.  In other words, when equity prices fall, the prices within the fixed income portion of 

the portfolio will tend to rise. 

 

Modern portfolio theory postulates that holding two less than perfectly correlated assets will 

offer some degree of risk-adjusted outperformance.  And, it is worth noting that the rolling 

correlation shown above isn’t ever all that strong, maxing out at around 0.4.  So, even during the 

late 1960s into the early aughts, holding bonds did offer some diversification effect.  However, 

when the correlation between bond prices and equities is inverse, it allows an investor to “hide” 

in fixed income during bear markets in equities.  That tactic wasn’t available to investors from 

the late 1960s through the mid-1980s.   

 

The key to the relationship between bonds and stocks involves expectations surrounding price 

stability.   Price stability, in our opinion, rests on three legs.  The first is globalization.  By 

allowing firms and consumers to scour the globe for the best places to build productive capacity 

and source goods, price pressures are contained.  The second is deregulation.  Allowing firms to 

introduce new technologies and techniques into the economy without government interference 

supports efficiency and productivity.  And, central bank independence is the third pillar.  

Allowing central banks to peruse the most appropriate monetary policy without political 

interference gives investors, consumers and firms confidence that inflation will not be allowed to 

erupt regularly for short-term political gain.  We monitor the viability of these three legs 

constantly.  Currently, the first is under fire and the third is facing threats as well.  If these 

components continue to face pressure, expectations of price stability could erode and proper 

asset allocation will change, too.  For now, we still expect price stability to be maintained but the 

threats are growing.  If the threats rise to a level that undermines price stability, we will act 

accordingly.   
 

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 8/27/2018 close) 
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(Source: Bloomberg) 

 

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. 

 

Asset Class Performance – (as of 8/27/2018 close) 
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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. 

 

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), 
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P/E Update 
 

August 23, 2018 
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P/E as of 8/22/2018 = 18.9x

 
 

Based on our methodology,13 the current P/E is 18.9, up 0.4x from last week.   

 

This is the time in the quarter when we adjust our earnings series to account for the difference 

between Thomson/Reuters and S&P’s calculation of operating earnings.  As the chart below 

shows, there is typically a spread between the two, with the former running a bit higher than the 

latter (specifically, it’s about 6.7%).  Our long-term history is based on S&P but we use 

Thomson/Reuters for estimates.  Thus, when earnings season nears a close and Haver Analytics 

estimates the S&P numbers (they do this when more than 90% of companies have reported), we 

adjust to the lower S&P number, which causes a rise in the P/E multiple above.  

 

                                                 
13 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 (Q4, Q1 and Q2) and one  estimate (Q3). 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. 
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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. 


