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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: July 9, 2019—9:30 AM EDT] Global equity markets are generally lower this morning.  

The EuroStoxx 50 is down 0.4% from the last close.  In Asia, the MSCI Asia Apex 50 closed 

down 0.4%.  Chinese markets were mixed, with the Shanghai composite down 0.2% and the 

Shenzhen index up 0.2% from the prior close.  U.S. equity index futures are signaling a lower 

open.  

 

Good morning!  It’s an “everything down day” this morning, with both risk-on and risk-off asset 

values lower.  Most likely this is position-squaring in front of Powell’s testimony.  Here is what 

we are watching today: 

 

Powell: There isn’t too much more to add that we didn’t discuss yesterday in terms of the 

testimony.  If the FOMC wants to disabuse the markets of their expectations of a rate cut later 

this month, this is the best opportunity.  However, we seriously doubt Powell wants to do that; 

the actions in the financial markets alone are enough to warrant a rate cut. 
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This chart shows the implied three-month LIBOR rate from the two-year deferred Eurodollar 

futures contract and the fed funds target.  We have placed vertical lines at the points of 

 

Daily Comment 
 

By Bill O’Grady, Thomas Wash, and 

Patrick Fearon-Hernandez, CFA 

http://www.confluenceinvestment.com/research-news/reading-list/
https://www.wsj.com/articles/fed-chairman-jerome-powells-approach-to-interest-rate-policy-wins-bipartisan-backing-11562664602?mod=newsviewer_click_realtime


 

 

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

www.confluenceinvestment.com 

 2 

inflection.  The upper line shows the spread.  The genius of Greenspan was to cut rates as soon 

as the spread broke zero.  By doing so, he was able to engineer the longest expansion in history 

up to that point.  In this expansion, the Fed hasn’t faced a similar threat…until now.  The last 

time the FOMC ignored this signal we had the 2007-09 recession.  With inflation dormant, the 

Fed would be reckless not to cut rates.   

 

Art Laffer, who recently was granted the Presidential Medal of Freedom, told CNBC that the 

case for central bank independence isn’t logical.  This is the position most economists held after 

WWII; the idea was that policy would be more effective if fiscal policy and monetary policy 

were coordinated.  It was a real surprise that William M. Martin was able to convince President 

Truman to give the Fed independence from the Treasury.  The reason for central bank 

independence is that politicians can’t be trusted to contain inflation.  The political class is always 

worried about the next recession and will always tend to lean toward stimulus now, austerity 

later.  It does stand to reason that in a world where inflation has been low for a long time, the 

rationale for central bank independence is being forgotten.  We don’t view this development as 

an anomaly but a trend; the lessons of high inflation are steadily being lost as the generations that 

suffered from it pass this earthly plane.  Simply put, the attack on independence isn’t just a 

Trump issue.  We will be watching to see how Europe handles this issue.  The fact that a German 

didn’t get the ECB presidency is a potential sign that hard money policies are falling from favor 

everywhere. 

 

The dollar scare: Currency markets tend to be difficult for most investors; as an asset, it has no 

generally accepted valuation metric and, under floating rates, can only be valued in relation to 

other currencies.  Thus, a nation cannot always unilaterally weaken its currency if other nations 

match the actions of that country.  In the 1970s, when dollar and pound weakness was endemic, 

the Germans, but especially the Swiss, maintained relatively hard money policies and their 

currencies appreciated strongly.  It has become clear that President Trump wants to bring a 

weaker dollar. 

 

There is an old trilemma in international economics sometimes called the “impossible trinity.”  

Assume there are three goals: 

 

1. A fixed exchange rate; 

2. Independent monetary policy; 

3. Free capital flows. 

The impossible trinity states that a nation can have two of the three, but not all.  So, if a nation 

wants free capital flows and a fixed exchange rate, then its monetary policy must adjust to 

maintain the exchange rate and is no longer independent.  If a nation wants a fixed exchange rate 

and independent monetary policy, then it needs to restrict foreign flows.  With independent 

monetary policy and free capital flows, policymakers must accept floating exchange rates. 

 

The U.S. currently operates with the latter combination; we have independent monetary policy 

and free capital flows with a floating exchange rate.  President Trump seems to be leaning 

toward a different set of objectives—free capital flows and a fixed exchange rate, forcing the Fed 

to give up its independence.  In other words, the president wants a weaker dollar and he can’t 

https://www.washingtonpost.com/politics/trump-to-award-presidential-medal-of-freedom-to-economist-art-laffer-today/2019/06/19/f1505826-9299-11e9-aadb-74e6b2b46f6a_story.html?utm_term=.e39422241d82
https://twitter.com/carlquintanilla/status/1148220943392804864?s=11
https://finance.yahoo.com/news/donald-trump-currency-war-204900785.html
https://finance.yahoo.com/news/donald-trump-currency-war-204900785.html
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have that without gaining control of monetary policy, too.  The president has tools to weaken the 

dollar.  He could openly intervene in the currency markets, using dollars to buy yen, euro, etc.  

However, if the Fed offsets intervention with tighter policy (sometimes called “sterilization”), 

then the action will be for naught. 

 

What is potentially unsettling for financial markets is that we could see a widespread move by 

nations to simultaneously and unilaterally attempt to weaken their currencies.  The last time we 

saw something similar was in the 1930s under conditions of fixed exchange rates and 

devaluations against gold.  The outcome was economic nationalism and dramatically reduced 

global trade.  The potential for a return to 1930s currency policy is probably underappreciated by 

the financial markets because it is so difficult to sort out the outcomes.  One could argue that we 

faced a similar situation in the mid-1980s; at that time, the monetary austerity policies of the 

Volcker Fed led to a very strong dollar that seriously undermined U.S. competitiveness.  The 

U.S. convened a meeting at the Plaza Hotel in New York and the outcome was a coordinated 

effort to weaken the dollar.  An interesting sidelight to that meeting is that Chinese leaders 

believe it was the beginning of the end of Japan’s economic rise and they fear that the U.S. wants 

to do the same thing to China.  The U.S. was able to essentially force cooperation because all the 

parties to the agreement were dependent on the U.S. for security.  The conditions for a “Plaza 

Accord II” are less optimal; the Chinese have no interest in participating in a program they 

believe is designed to contain their economy and the shadow of the Soviets no longer forces 

Asian and European cooperation.   

 

We don’t know exactly how it would play out if the U.S. decides to make a unilateral and 

concerted effort to weaken the dollar.  The likelihood of foreign cooperation is low.  The Fed 

would probably have to be coerced to participate.  But, if the administration is successful, we 

could potentially see extreme volatility in foreign exchange rates that would make trade and 

investing difficult and could, paradoxically, foster dollar strength as foreigners move to 

accumulate dollars as a store of value.  One thing is for sure—gold would do well.  We note that 

the PBOC added gold to its reserves for the sixth consecutive month. 

 

U.S.-China trade talks: According to a U.S. official, senior U.S. and Chinese trade negotiators 

are due to speak by telephone this week in an effort to get the trade talks on track again and set 

up a series of face-to-face meetings in the near future, likely in Beijing.  However, most 

observers seem to see little evidence that either side is ready to significantly change its demands.  

Little near-term progress is expected.  In fact, China expert Derek Scissors, who works at the 

American Enterprise Institute and has served as a consultant to the Trump administration, was 

quoted by Reuters today as saying, “I expect this to drag out for months.” 

 

Taiwan: The U.S. government has approved a $2.2 billion arms sale to Taiwan, consisting of 

108 Abrams tanks, 250 Stinger missiles and related equipment.  The sale is the biggest to Taiwan 

since President Trump took office, and news of it came just days before Taiwanese president 

Tsai Ing-wen is due to make an unusual two-day visit to New York.  The sale and visit are the 

latest in a series of moves the Trump administration has made in support of Taiwan.  The 

Chinese government sees the new sale and visit as provocative, and it has already demanded that 

the sale be canceled, although it’s not clear whether it will have a direct impact on the U.S.-

China trade tensions. 

https://www.bloomberg.com/news/articles/2019-07-08/wall-street-dons-tinfoil-hat-to-ponder-u-s-fx-intervention?srnd=premium
https://www.axios.com/newsletters/axios-markets-9d34e4fe-70b7-4c42-b07d-845cbcb7cacd.html?chunk=4&utm_term=emshare#story4
https://www.wsj.com/articles/u-s-china-tentatively-move-to-revive-trade-talks-11562621199?mod=hp_lista_pos4
https://www.reuters.com/article/us-usa-trade-china/u-s-china-to-relaunch-talks-with-little-changed-since-deal-fell-apart-idUSKCN1U40EQ
https://www.reuters.com/article/us-usa-trade-china/u-s-china-to-relaunch-talks-with-little-changed-since-deal-fell-apart-idUSKCN1U40EQ
https://www.ft.com/content/368cb42e-a1f0-11e9-a282-2df48f366f7d
https://www.scmp.com/news/china/diplomacy/article/3017801/biggest-arms-sale-taiwan-donald-trumps-presidency-shows?utm_medium=email&utm_source=mailchimp&utm_campaign=enlz-scmp_international&utm_content=20190709&MCUID=b11497b3c2&MCCampaignID=a69e5fe296&MCAccountID=3775521f5f542047246d9c827&tc=6
https://www.scmp.com/news/china/diplomacy/article/3017801/biggest-arms-sale-taiwan-donald-trumps-presidency-shows?utm_medium=email&utm_source=mailchimp&utm_campaign=enlz-scmp_international&utm_content=20190709&MCUID=b11497b3c2&MCCampaignID=a69e5fe296&MCAccountID=3775521f5f542047246d9c827&tc=6
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Hong Kong: Chief Executive Lam today said her controversial bill to legalize extradition to 

China is “dead,” but the declaration was seen as far short of the formal withdrawal demanded by 

the mass protests of recent weeks.  Protestors continue to push for Lam’s resignation, an 

independent inquiry into police conduct during the demonstrations and the dropping of charges 

against arrested protestors.  We believe Lam’s statement has done nothing to diffuse Hong 

Kong’s political protests, so the risk of a crackdown by Beijing remains alive. 

 

Other China news: Protests against a trash incinerator continue in Wuhan.  Under normal 

circumstances, this protest would not cause concern.  Local protests in China are not all that 

unusual.  However, with the issues in Hong Kong, there are fears among policymakers that these 

protests could evolve into something more ominous.  African Swine Fever continues to be a huge 

issue for China; a report by Caixin confirms other reports we have noted recently, which suggest 

the problem is much more widespread than officially reported and ranchers are taking steps to 

protect their own economic interests at the expense of containing the disease.   

 

A diplomatic dust-up: A leak of diplomatic cables has led to a row between the U.S. and U.K.   

Cables tend to be candid; the dump a few years ago from Wikileaks revealed what diplomats 

thought of the leaders in various nations.  This most recent event has some interesting twists.  

First, if one supports Brexit, this leak was fortuitous as it showed what the current government 

really thinks of the sitting U.S. president.  A Johnson administration would likely replace Sir 

Kim Darroch and the issue would be laid to rest.  Second, this event shows the tensions that 

develop between a professional diplomatic service and the political leaders they serve.  Often, 

the goals of the two diverge.  PM May would likely prefer to not have to deal with this issue in 

the waning days of her government. 

 

Meanwhile, ballots have reportedly now been mailed to the Conservative Party’s rank-and-file 

members who will decide whether Boris Johnson or Jeremy Hunt will take over as party leader 

and prime minister.  As the campaign nears its conclusion, both candidates have been ramping 

up their rhetoric regarding their willingness to pull the U.K. from the European Union without a 

Brexit deal. 

 

Iranian enrichment: There is not too much new to add on this issue from yesterday.  In an 

effort to persuade Iran to refrain from further breaches of its 2015 nuclear agreement, French 

President Macron will send diplomatic advisor Emmanuel Bonne to Tehran today for talks with 

the Iranian government.  Iran is continuing to threaten further violations of the nuclear deal but 

hasn’t set any path to negotiations.   

 

India: Finance Minister Sitharaman has released her proposed budget for the coming fiscal year, 

including a surprise cut in the deficit to 3.3% of gross domestic product (GDP) from a previous 

goal of 3.4%.  Stimulus measures in the proposal include expanding an existing pension program 

and increasing the number of companies eligible for a reduced 25% tax rate.  However, the 

proposal was widely seen as lacking sufficient revenue-generating measures to pay for those 

initiatives.  Even worse, the proposal would require listed companies to float at least 35% of their 

stock to the public, up from 25% currently.  Skepticism over the fiscal target and fear of 

significant new stock issues have weighed on Indian stocks in recent days. 

 

https://www.wsj.com/articles/hong-kong-leader-lam-says-extradition-bill-is-dead-withdrawal-not-mentioned-11562642407?mod=hp_lead_pos2
https://www.wsj.com/articles/hong-kong-leader-lam-says-extradition-bill-is-dead-withdrawal-not-mentioned-11562642407?mod=hp_lead_pos2
https://www.nytimes.com/2019/07/05/world/asia/wuhan-china-protests.html
https://www.caixinglobal.com/2019-07-05/how-secrecy-and-quarantine-fueled-chinas-swine-fever-crisis-101436251.html
https://www.ft.com/content/bdbea792-a153-11e9-974c-ad1c6ab5efd1?emailId=5d240a121caca1000486fca1&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.wsj.com/articles/rivals-to-lead-u-k-embrace-abrupt-brexit-as-split-advances-11562664605?mod=hp_lista_pos2
https://www.wsj.com/articles/rivals-to-lead-u-k-embrace-abrupt-brexit-as-split-advances-11562664605?mod=hp_lista_pos2
https://www.ft.com/content/5a1d94c4-a193-11e9-974c-ad1c6ab5efd1
https://www.wsj.com/articles/iran-threatens-to-extend-nuclear-breaches-11562627092?mod=hp_lead_pos1
https://www.politico.com/story/2019/07/07/trump-iran-nuclear-north-korea-1399406?wpisrc=nl_daily202&wpmm=1
https://www.ft.com/content/ccf2d344-a15f-11e9-974c-ad1c6ab5efd1
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Venezuela: There is a growing side effect of fuel shortages in Venezuela.  The shortages are 

hampering efforts to plant and maintain crops and, when they mature, the lack of fuel is 

preventing shipping.  Just when it seems impossible for conditions to get worse in the country, 

they do.   

 

Debt ceiling issues: Although we still think a last-minute deal will be struck, it is becoming 

clear the solution will be made at the last minute.  There have been so many of these events that 

financial markets are mostly ignoring them.  However, this one has enough imbedded issues that 

the potential for sequester is probably higher than the financial markets have discounted.   

 

U.S. Economic Releases 
 

NFIB Small Business Optimism came in above expectations at 103.3 compared to the forecast of 

103.1. 
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The chart above shows the level of small business optimism.  Business optimism fell due to 

waning expectations of higher sales and earnings. 
 

The table below lists the economic releases and Fed events scheduled for today.   
 

EDT Indicator Expected Prior Rating

10:00 JOLTS Job Openings m/m may 7473 7449 ***

10:10 James Bullard Speaks in St. Louis President of the Federal Reserve Bank of St. Louis

14:00 Randal Quarles speaks on stress tests in Boston Federal Reserve Vice Chairman of Supervision

14:20 Raphael Bostic Speaks at Washington University of St. Louis President of the Federal Reserve Bank of Atlanta

Fed speakers or events

Economic Releases

 
 

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 

https://www.axios.com/oil-venezuela-fuel-shortages-maduro-famine-87a45e03-7703-4570-86c1-8a3aa5189339.html
https://www.nytimes.com/2019/07/06/world/americas/venezuela-gas-shortage.html
https://www.nytimes.com/2019/07/06/world/americas/venezuela-gas-shortage.html
https://www.youtube.com/watch?v=bfpPArfDTGw
https://www.youtube.com/watch?v=bfpPArfDTGw
https://bipartisanpolicy.org/press-release/new-projection-debt-limit-x-date-could-arrive-in-september/
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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 Labor Cash Earnings m/m may -0.2% 0.1% -0.6% *** Equity bearish, bond bullish

Money Stock M2 m/m jun 2.3% 2.7% 2.6% ** Equity bearish, bond bullish

Money Stock M3 m/m jun 2.0% 2.3% 2.3% ** Equity bearish, bond bullish

Machine Tool Orders m/m jun -38.0% -27.3% * Equity and bond neutral

Australia ANZ Roy Morgan Weekly Consumption m/m jun 117.6 118.9 ** Equity and bond neutral

NAB Business Conditions m/m jun 3 1 ** Equity and bond neutral

NAB Business Confidence m/m jun 2 7 ** Equity and bond neutral

New Zealand ANZ Truckometer Heavy m/m jun -4.5% 0.8% ** Equity and bond neutral

EUROPE

Italy Retail Sales y/y may -1.8% 4.2% -0.6% ** Equity and bond bearish

UK BRC Sales Like-for-Like y/y jun -1.6% -3.0% -1.1% * Equity and bond bearish

Switzerland Unemployment Rate m/m jun 2.1% 2.3% 2.2% *** Equity and bond neutral

Russia CPI Core y/y jun 4.6% 4.7% 4.6% *** Equity and bond neutral

CPI m/m jun 4.7% 5.1% 4.8% *** Equity and bond neutral

Consumer Confidence m/m 2q -15 -16 *** Equity and bond neutral

AMERICAS

Mexico Vehicle Production m/m jun 333753 349628 ** Equity and bond neutral

Vehicle Exports m/m jun 320470 304867 ** Equity and bond neutral

Canada Bloomberg Nanos Confidence w/w jul 58.8 58.3 * 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. 
 

Today Prior Change Trend

3-mo Libor yield (bps) 231 230 1 Down

3-mo T-bill yield (bps) 218 217 1 Neutral

TED spread (bps) 13 13 0 Neutral

U.S. Libor/OIS spread (bps) 216 216 0 Up

10-yr T-note (%) 2.06 2.05 0.01 down

Euribor/OIS spread (bps) -36 -36 0 Neutral

EUR/USD 3-mo swap (bps) 18 19 -1 Down

Currencies Direction

dollar up Neutral

euro down Up

yen down Up

pound down Neutral

franc flat 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 $64.51 $64.11 0.62%

WTI $57.99 $57.66 0.57%  

Natural Gas $2.40 $2.40 -0.29%  

Crack Spread $22.53 $22.11 1.88%

12-mo strip crack $18.10 $17.98 0.68%

Ethanol rack $1.68 $1.68 -0.18%

Gold $1,390.29 $1,395.53 -0.38%

Silver $15.03 $15.03 -0.03%

Copper contract $262.55 $265.90 -1.26%

Corn contract 437.00$       443.75$       -1.52% Weather Conditions

Wheat contract 503.00$       511.00$       -1.57%

Soybeans contract 893.25$       897.75$       -0.50%

Baltic Dry Freight 1725 1740 -15

Actual Expected Difference

Crude (mb) -2.6

Gasoline (mb) -2.2

Distillates (mb) 0.8

Refinery run rates (%) 0.22%

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.  

Precipitation is expected for the northern states and surrounding areas of Georgia, Alabama and 

Mississippi.  There is cyclone formation in northern Florida and southern Georgia.  The 

formation is expected to make its way into the northeastern Gulf of Mexico later today. 
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Asset Allocation Weekly 
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.  
 

July 5, 2019 
 

Although it’s not official,1 it appears the current expansion has reached a new record. 
 

 
(Source: NBER) 

 

This chart shows expansions by months since 1850.  The current expansion just reached 121 

months, exceeding the 1991-2001 expansion, which was previously the longest. 

 

Part of the reason this expansion has lasted so long is because economic growth has been rather 

slow. 

 

                                                 
1 The National Bureau of Economic Research, a private body, is the official arbiter of business cycles.  When it dates 
the onset of recession, it is usually months after the downturn has occurred.  Thus, it is possible (but not likely) 
that the group could determine that a recession began before July.  We won’t know for certain that the current 
expansion is the longest until the next recession starts.   
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This chart shows the average GDP for expansions since 1960; we have also isolated the average 

contribution from the components of GDP.2  Not only has this expansion had the slowest average 

GDP growth, but two of the components, net exports and government, were negative 

contributors.  That had never happened over this time frame before.   
 

Because the expansion was slow, the bottlenecks that often develop in a long expansion have not 

become evident in this cycle.  Inflation remains tame, with the overall PCE deflator below 2.5%.  

In previous recessions this measure of inflation had exceeded 2.5%, which would tend to trigger 

policy tightening. 
 

 
 

                                                 
2 We break out fixed investment to eliminate the impact of inventories.  The actual calculation is GDP = 
Consumption + Investment + Government + Net Exports.   
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Recessions are usually triggered by either policy tightening or a geopolitical event.  The former 

tends to occur when policymakers are facing rising inflation.  With current inflation tame, 

excessive tightening would be a major mistake.   The potential for a geopolitical risk is elevated 

at this time but not high enough to suggest a significant defensive position. 

 

So, until inflation rises or a geopolitical event occurs, there is no reason that the current 

expansion can’t last longer.  And, as long as the expansion continues, equities should continue to 

perform relatively well.   

  

   

 
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 7/8/2019 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. 

These charts represent the new sectors following the 2018 sector reconfiguration.  

 

Asset Class Performance – (as of 7/8/2019 close) 

 

0.0% 10.0% 20.0% 30.0%

Cash

Commodities

US Government Bond

Emerging Markets (local currency)

US High Yield

Emerging Markets ($)

US Corporate Bond
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Source: Bloomberg

 
 

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), 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. 
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P/E as of 7/4/2019 = 19.0x

 
 

Based on our methodology,3 the current P/E is 19.0x, up 0.4x from last week.  We are now 

rotating Q3, meaning we have dropped Q3 earnings (see footnote).  There was a drop in Q4 

earnings compared to Q3 and that fact, coupled with a rising market, led to the multiple 

expansion. 

 

 
 
 
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. 
 

                                                 
3 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 two actual quarters (Q4 and Q1) and two estimates (Q2 and 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. 


