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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: December 12, 2018—9:30 AM EST]  Global equity markets are higher this morning.  

The EuroStoxx 50 is up 1.6% from the last close.  In Asia, the MSCI Asia Apex 50 was up 1.5% 

from the prior close.  Chinese markets were higher, with the Shanghai composite up 0.3% and 

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

 

Risk markets are higher again this morning after fading the strong opening yesterday.  A bail 

decision and, interestingly enough, a no-confidence vote appear to be the catalysts.  There is a lot 

of news this morning.  Here is what we are watching: 

 

Meng gets bail: In the end, the Canadians granted Meng Wanzhou bail.1  The terms are 

stringent; a CAD 10.0 mm bail, a private security detail and a location bracelet are all part of the 

agreement.  However, supporting market sentiment was President Trump’s suggestion that he 

could “intervene” in Meng’s case if it would support trade negotiations.2  The optics of the 

president’s offer are potentially problematic.  If he didn’t know about the arrest (and there is 

some evidence to suggest he might not have known it was about to occur) then he is probably in 

the clear.  But, if he knew about the arrangement, then her arrest makes her into a bargaining 

chip.  We note that yesterday China arrested Canada’s former ambassador to China, setting up a 

potential exchange to keep Meng from being extradited to the U.S.3  We also note that the State 

Department is considering issuing travel warnings for business executives traveling to China, a 

clear expression of concern.4 

 

Although President Trump’s offer is likely helping the equity markets this morning, the path of 

U.S./China policy remains problematic.  To some extent, trade policy is probably less important 

than technology transfer policy and tech issues surrounding this policy remain tense.  For 

example, the U.S. is planning to condemn China over its hacking and economic espionage.5  

                                                 
1 https://www.politico.com/story/2018/12/11/huawei-cfo-sabrina-meng-wanzhou-granted-75m-bail-after-
vancouver-locals-offer-homes-as-collateral-1026295  
2 https://www.reuters.com/article/us-usa-trump-huawei-tech-exclusive/exclusive-trump-says-he-could-intervene-
in-u-s-case-against-huawei-cfo-idUSKBN1OA2PQ  
3 https://www.nytimes.com/2018/12/11/world/asia/michael-kovrig-china-canada.html  
4 https://uk.reuters.com/article/uk-usa-china-huawei-tech-travel/u-s-weighs-china-travel-advisory-linked-to-
huawei-case-sources-idUKKBN1OA2BU  
5 https://www.washingtonpost.com/world/national-security/trump-administration-to-condemn-china-over-
hacking-and-economic-espionage-escalating-tensions-between-superpowers/2018/12/11/699e375c-f985-11e8-
8d64-4e79db33382f_story.html?utm_term=.6b8a34a1e047  
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https://www.washingtonpost.com/world/national-security/trump-administration-to-condemn-china-over-hacking-and-economic-espionage-escalating-tensions-between-superpowers/2018/12/11/699e375c-f985-11e8-8d64-4e79db33382f_story.html?utm_term=.6b8a34a1e047
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Reports suggest recent hacking activity originated in China.6  Meanwhile, on trade, the U.S. 

hopes that China will begin buying U.S. soybeans soon.  In fact, officials are confident enough 

that they are delaying aid payments.7 

 

However, we also expect a truce to emerge on trade and perhaps even technology as we head 

into 2019.  Next year will be the last full year before the 2020 elections and, traditionally, 

presidents try to lift the economy and markets going into elections.  Although the long-term path 

of difficult relations with China remains in place (with all the potential for surprises and 

accidents), we still believe that odds favor a temporary truce. 

 

May to face no-confidence vote: Opponents of PM May were finally able to get 48 letters from 

the Tories, although there is speculation that she herself may have convinced some of her 

supporters to send letters, triggering the vote on purpose (how Machiavellian!).  It appears that 

she has enough votes among Tory MPs to remain as PM.  Thus, winning the vote will solidify 

her position and this expectation explains the rally that has ensued from news of the vote.  The 

results of the vote should emerge today in early afternoon.  It should be noted that if May wins 

this vote, Parliamentary rules mean she cannot be challenged for 12 months.8   

 

That Oval Office meeting: Yesterday, Americans were shown a bit of political theater as Nancy 

Pelosi, Charles Schumer and President Trump engaged in an open and spirited debate before the 

cameras over the border wall and government shutdown threats.9  VP Pence remained quiet in 

observation.10  We mention the event because equity markets turned lower during the spectacle.  

The reason for the open debate can be seen in recent polling.11  Although the majority of 

Americans oppose closing the government over border wall funding, Republicans support the 

action 65% to 29%.  Democrats oppose closing the government over border wall funding 71% to 

21%.  Essentially, all parties involved were targeting their political bases.   

 

We would not expect a similar reaction to either a shutdown or another tussle for the media.  

Financial markets have been through a series of shutdowns; each event has less of an impact.  Do 

we expect a shutdown?  No.  The GOP Senate leadership has no interest in a shutdown and we 

expect McConnell to prevent one from occurring.   

 

Italian budget news: There were reports that the Italian government was giving in to EU 

demands, offering an adjusted budget with a mere 2% deficit/GDP.12  Italian bonds rallied 

                                                 
6 https://www.nytimes.com/2018/12/11/us/politics/trump-china-
trade.html?action=click&module=Top%20Stories&pgtype=Homepage  
7 https://www.reuters.com/article/us-usa-trade-farmaid/white-house-delays-new-farm-aid-payments-on-china-
trade-deal-hopes-sources-idUSKBN1OA27E?feedType=RSS&feedName=politicsNews  
8 https://www.ft.com/content/4747d538-fdda-11e8-aebf-99e208d3e521  
9 https://www.axios.com/donald-trump-government-shutdown-border-wall-pelosi-schumer-c2072f15-4de9-44e2-
a0e6-95f4eb562fa2.html  
10 https://www.politico.com/story/2018/12/11/trump-pelosi-schumer-meeting-oval-1056862  
11 http://maristpoll.marist.edu/wp-content/uploads/2018/12/NPR_PBS-NewsHour_Marist-Poll_USA-NOS-and-
Tables_Immigration_1812051721.pdf?wpisrc=nl_daily202&wpmm=1#page=3  
12 https://www.bloombergquint.com/onweb/italy-to-propose-new-fiscal-targets-to-european-union-
wednesday#gs.YKz3mng  

https://www.nytimes.com/2018/12/11/us/politics/trump-china-trade.html?action=click&module=Top%20Stories&pgtype=Homepage
https://www.nytimes.com/2018/12/11/us/politics/trump-china-trade.html?action=click&module=Top%20Stories&pgtype=Homepage
https://www.reuters.com/article/us-usa-trade-farmaid/white-house-delays-new-farm-aid-payments-on-china-trade-deal-hopes-sources-idUSKBN1OA27E?feedType=RSS&feedName=politicsNews
https://www.reuters.com/article/us-usa-trade-farmaid/white-house-delays-new-farm-aid-payments-on-china-trade-deal-hopes-sources-idUSKBN1OA27E?feedType=RSS&feedName=politicsNews
https://www.ft.com/content/4747d538-fdda-11e8-aebf-99e208d3e521
https://www.axios.com/donald-trump-government-shutdown-border-wall-pelosi-schumer-c2072f15-4de9-44e2-a0e6-95f4eb562fa2.html
https://www.axios.com/donald-trump-government-shutdown-border-wall-pelosi-schumer-c2072f15-4de9-44e2-a0e6-95f4eb562fa2.html
https://www.politico.com/story/2018/12/11/trump-pelosi-schumer-meeting-oval-1056862
http://maristpoll.marist.edu/wp-content/uploads/2018/12/NPR_PBS-NewsHour_Marist-Poll_USA-NOS-and-Tables_Immigration_1812051721.pdf?wpisrc=nl_daily202&wpmm=1#page=3
http://maristpoll.marist.edu/wp-content/uploads/2018/12/NPR_PBS-NewsHour_Marist-Poll_USA-NOS-and-Tables_Immigration_1812051721.pdf?wpisrc=nl_daily202&wpmm=1#page=3
https://www.bloombergquint.com/onweb/italy-to-propose-new-fiscal-targets-to-european-union-wednesday#gs.YKz3mng
https://www.bloombergquint.com/onweb/italy-to-propose-new-fiscal-targets-to-european-union-wednesday#gs.YKz3mng
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strongly on the news.  However, the reports have not been confirmed.  Meanwhile, League 

leader Salvini was forced to deny rumors he was considering snap elections.13  We suspect these 

rumors are due to continued tensions between the coalition partners; Salvini would probably like 

to rid himself of the Five-Star Movement. 

 

More on tech: Yesterday, Google’s (GOOGL, 1061.65) CEO was grilled on Capitol Hill.  As 

we have been commenting for some time, the tech sector has been facing increasing political and 

regulatory scrutiny.  At the same time, tech companies are mostly U.S. entities and American 

leaders have an interest in boosting their power relative to foreign firms.  We note a report today 

that shows how the USMCA is actually quite favorable to American tech firms, especially in 

data gathering.14  Although we don’t doubt the sincerity of political figures attacking tech firms, 

it should also be remembered that the U.S. benefits from a strong tech sector (unlike the 

Europeans, who have nothing close to the size and scope of American tech firms).  As a result, 

there will tend to be a desire to support such firms. 

 

An attack on float: One of the secrets of finance is the income generated from “float,” which is 

money that is between payments.  Whoever “owns” that money in financial limbo collects 

interest.  In some cases, float is a key component of a firm’s earnings.  The Fed is considering 

measures to dramatically accelerate payments.  Currently, payments are processed in batches 

three times a day and only during business hours.  If you buy a good at midnight online, the bank 

may be able to earn interest on the payment until the first clearing session.  The Fed wants to 

move the banking system to a 24/7, 365-day payment clearing system.15  Losing float would 

harm the banks that are primarily making float on lower income Americans who live close to 

zero balances in their checking accounts.  The slow pace of financial clearing often means low 

income households inadvertently bounce checks because deposits don’t get credited as soon as 

payments.  Large banks are working on a similar system and oppose a Fed competitor.  We will 

be watching this battle closely to see if it attracts populist support. 

 

The latest iteration of our Mankiw Rule models: The Mankiw Rule models attempt to 

determine the neutral rate for fed funds, which is a rate that is neither accommodative nor 

stimulative.  Mankiw’s model is a variation of the Taylor Rule.  The latter measures the neutral 

rate using core CPI and the difference between GDP and potential GDP, which is an estimate of 

slack in the economy.  Potential GDP cannot be directly observed, only estimated.  To overcome 

this problem with potential GDP, Mankiw used the unemployment rate as a proxy for economic 

slack.  We have created four versions of the rule, one that follows the original construction by 

using the unemployment rate as a measure of slack, a second using the employment/population 

ratio, a third using involuntary part-time workers as a percentage of the total labor force and a 

fourth using yearly wage growth for non-supervisory workers.     

                                                 
13 https://www.reuters.com/article/us-italy-election-salvini/italys-salvini-denies-report-he-is-considering-snap-
election-agi-idUSKBN1OB0QB?feedType=RSS&feedName=worldNews  
14 https://ftalphaville.ft.com/2018/12/12/1544608801000/Why-Silicon-Valley-wins-big-from-the-USMCA/  
15 https://www.politico.com/story/2018/12/11/fed-big-banks-on-collision-course-over-payments-1017849  

https://www.reuters.com/article/us-italy-election-salvini/italys-salvini-denies-report-he-is-considering-snap-election-agi-idUSKBN1OB0QB?feedType=RSS&feedName=worldNews
https://www.reuters.com/article/us-italy-election-salvini/italys-salvini-denies-report-he-is-considering-snap-election-agi-idUSKBN1OB0QB?feedType=RSS&feedName=worldNews
https://ftalphaville.ft.com/2018/12/12/1544608801000/Why-Silicon-Valley-wins-big-from-the-USMCA/
https://www.politico.com/story/2018/12/11/fed-big-banks-on-collision-course-over-payments-1017849
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The rising core rate lifted all the variation’s rate projections.  Using the unemployment rate, the 

neutral rate is now 4.05%, up from 3.93% last month.  Using the employment/population ratio, 

the neutral rate is 1.94%, up from 1.83%.  Using involuntary part-time employment, the neutral 

rate is 3.53%, up modestly from last month’s reading of 3.50%.  Using wage growth for non-

supervisory workers, the neutral rate is 3.25%, up from the previous month’s 3.08% as wage 

growth has accelerated.   

 

Of all the variations, the wage growth one is the most concerning.  Although comments from Fed 

officials have turned dovish and financial market expectations have also turned in a similar 

direction, the rise in wages will support the hawks’ position on raising rates further.   

 

U.S. Economic Releases 

 

MBA applications rose 1.6% from the prior week.  Purchases and refinances rose 2.5% and 

1.8%, respectively.  The average 30-year fixed rate fell by 12 bps from 5.08% to 4.96%. 

 

CPI came in line with expectations, unchanged from the prior month.  Core CPI also came in line 

with expectations, rising 0.2% from the prior month.  
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The chart above shows the year-over-year change in core CPI and core PCE.  Core CPI rose 

2.2% from the prior year.  Although core CPI is currently above the Fed’s 2.0% target, core PCE, 

the Fed’s preferred inflation statistic, still lags but only slightly.  

 

Real average weekly earnings rose by 0.5% from the prior year, while real average hourly 

earnings rose 0.8% from the prior year.    

 

 
  

The chart above shows real average hourly and weekly earnings for production and 

nonsupervisory workers.  Real weekly and hourly earnings each rose by 1.0%. 

 

The table below shows the economic releases scheduled for the rest of the day. 
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EDT Indicator Expected Prior Rating

14:00 Monthly Budget Statement m/m nov -$199.0 bn -$100.5 bn **

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 

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

Japan PPI m/m dec 2.3% 2.9% 2.4% ** Equity and bond neutral

Core Machine Orders m/m dec 4.5% -7.0% 5.0% ** Equity and bond neutral

Tertiary Industry Index m/m dec 1.9% -1.1% 0.8% ** Equity bullish, bond bearish

India CPI y/y nov 2.3% 3.3% 2.6% ** Equity and bond neutral

Industrial Production y/y oct 8.1% 4.5% 6.0% ** Equity bullish, bond bearish

Australia Westpac Consumer Confidence m/m dec 0.1% 2.8%  ** Equity and bond neutral

EUROPE

Eurozone Industrial Production m/m oct 1.2% 0.9% 0.7% ** Equity bullish, bond bearish

Italy Unemployment Rate Quarterly m/m 3q 10.2% 10.7% 10.3% ** Equity bullish, bond bearish

ZEW Survey Current Situation m/m dec 45.3 58.2 55.0 ** Equity bearish, bond bullish

France Total Payrolls m/m 3q 0.1% 0.0% 0.2% *** Equity bearish, bond bullish

Private Sector Payrolls m/m 3q 0.1% 0.2% 0.2% ** Equity bearish, bond bullish

Wages m/m 3q 0.3% 0.3% 0.3% ** Equity and bond neutral

U.K. Claimant Count Rate m/m nov 2.8% 2.7% ** Equity and bond neutral

Jobless Claims Change m/m nov 21.9k 20.2k ** Equity and bond neutral

AMERICAS

Mexico Nominal Wages y/y nov 5.3% 3.8% *** Equity bullish, bond bearish

Canada Housing Starts m/m nov 215.9k 205.9k 198.0k *** Equity bullish, bond bearish

Building Permits m/m oct -0.2% 0.4% -0.3% ** Equity and bond neutral  
 

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. 
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Today Prior Change Trend

3-mo Libor yield (bps) 278 277 1 Up

3-mo T-bill yield (bps) 237 235 2 Neutral

TED spread (bps) 41 42 -1 Neutral

U.S. Libor/OIS spread (bps) 238 238 0 Up

10-yr T-note (%) 2.89 2.88 0.01 Neutral

Euribor/OIS spread (bps) -31 -31 0 Neutral

EUR/USD 3-mo swap (bps) 11 16 -5 Down

Currencies Direction

dollar flat Neutral

euro up Up

yen down Neutral

pound up Neutral

franc down 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. 
 

Price Prior Change Explanation

Brent $61.16 $60.20 1.59% Bullish API Report

WTI $52.56 $51.65 1.76%  

Natural Gas $4.32 $4.41 -2.00%  

Crack Spread $14.74 $14.52 1.45%

12-mo strip crack $17.10 $17.01 0.53%

Ethanol rack $1.41 $1.41 0.05%

Gold $1,243.17 $1,243.25 -0.01%  

Silver $14.64 $14.57 0.51%

Copper contract $276.15 $276.70 -0.20%

Corn contract 386.25$       384.75$       0.39%

Wheat contract 525.50$       521.00$       0.86%

Soybeans contract 921.75$       915.00$       0.74%

Baltic Dry Freight 1364 1385 -21

Actual Expected Difference

Crude (mb) -3.5

Gasoline (mb) 2.0

Distillates (mb) 1.6

Refinery run rates (%) 0.30%

Natural gas (bcf) -81.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show warmer temps for most of the country.  Precipitation is 

expected for most of the country. 
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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.  
 

December 7, 2018 
 

The election of Donald Trump has been characterized as part of a populist uprising.  In the 

president’s inaugural address, he talked about the “forgotten” that would have a voice in his 

administration.  At the same time, we work under John Mitchell’s dictum of “watch what we do, 

not what we say.”16   

 

In a recent Bloomberg podcast, Edward Alden, a journalist and fellow at the Council on Foreign 

Relations, was asked if the Trump administration favored business or labor.  He replied that they 

are trying to help both.17  We think Alden is correct in his assessment which is one of the reasons 

why analyzing the direction of policy with this administration is so difficult.  It appears that one 

of the goals of the president’s trade policy is to bring production back to the United States which 

would benefit labor.  At the same time, tax policy has generally favored capital.  But, the most 

underestimated benefit to capital may be deregulation. 

 

George Washington University measures the pages of the Federal Register, which is the official 

journal of the federal government.  It publishes agency rules, proposed rules and public notices.  

So, the number of pages in the register says something about the number of regulations.  The 

idea is that the more pages added to the register signals an increase in regulation. 

 

The decline seen in the first full year of the Trump administration is remarkable. 
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Sources:  George Washingon University, CIM  

                                                 
16 http://www.arlingtoncemetery.net/mitchell.htm  
17 https://www.bloomberg.com/news/audio/2018-11-27/surveillance-china-general-motors-with-cfr-s-alden-
podcast Alden’s segment begins at 16:00 minutes and the response in question is at 18:40.   

http://www.arlingtoncemetery.net/mitchell.htm
https://www.bloomberg.com/news/audio/2018-11-27/surveillance-china-general-motors-with-cfr-s-alden-podcast
https://www.bloomberg.com/news/audio/2018-11-27/surveillance-china-general-motors-with-cfr-s-alden-podcast
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The drop from 2016 to 2017 was 35.4%, which exceeds the 21.2% decline in 1981, Ronald 

Reagan’s first full year in office.  The only year that was larger was 1947, which saw a 39.6% 

slide.  That drop was likely due to postwar changes. 
 

Another measure is called the “significant rule changes,”18 a policy measure created during 

President Clinton’s first term.  The decline in 2017 was unprecedented. 
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Only 55 new rules were added in 2017.  That is clearly the fewest on record by multiples. 
 

The drop in regulatory activity is partly why small business sentiment has been so strong. 
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18 https://www.reginfo.gov/public/jsp/Utilities/EO_12866.pdf and summarized https://www.epa.gov/laws-
regulations/summary-executive-order-12866-regulatory-planning-and-review  

https://www.reginfo.gov/public/jsp/Utilities/EO_12866.pdf
https://www.epa.gov/laws-regulations/summary-executive-order-12866-regulatory-planning-and-review
https://www.epa.gov/laws-regulations/summary-executive-order-12866-regulatory-planning-and-review
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The jump in small business sentiment mostly tracks the drop in regulation.  A persistent 

complaint from small business leaders during the Obama administration was the regulatory 

burden.  Not only did President Trump promise to reduce regulation, he actually accomplished it. 

 

Tax changes and deregulation have been supportive factors for equities since the November 2016 

presidential election.  However, as Edward Alden noted, the Trump administration has tried to 

placate both capital and labor.  Recent market action, with equities selling off despite a civil 

meeting between Presidents Trump and Xi and the yield curve flirting with inversion,19 suggests 

that the financial markets are pressing President Trump to choose.  Will it be capital or labor that 

wins out in the end?  If capital is going to win, a lasting trade ceasefire needs to be declared.  If 

President Trump sticks with tariffs, and there are ample indications that he intends to for now, 

then the financial markets appear to be preparing for recession.  A recession in 2019 will 

jeopardize the president’s chances at reelection in 2020.  Our expectation is that, at some point, 

President Trump will “blink” and tone down the trade rhetoric.  But, that is an open question for 

now.  

  

 

 
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.  

                                                 
19 For an analysis of the impact of inversion, see our Asset Allocation Weekly (6/29/18). 

https://www.confluenceinvestment.com/wp-content/uploads/AAW_June_29_2018.pdf
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Data Section 

 

U.S. Equity Markets – (as of 12/11/2018 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 12/11/2018 close) 
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Source: Bloomberg

  
 

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 
 

December 6, 2018 
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Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

P/E as of 12/6/2018 = 17.4x

 
 

Based on our methodology,20 the current P/E is 17.4x, unchanged from our last reading.   
 
 
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. 

                                                 
20 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 (Q1, Q2 and Q3) and onestimates (Q4). 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. 


