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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: March 8, 2019—9:30 AM EST]  Global equity markets are lower this morning.  The 

EuroStoxx 50 is down 0.9% from the last close.  In Asia, the MSCI Asia Apex 50 was down 

1.7% from the prior close.  Chinese markets were lower, with the Shanghai composite down 

4.4% and the Shenzhen index down 3.8%.  U.S. equity index futures are signaling a lower open.   

 

Happy employment Friday!  We cover the data below but the quick read is that it’s mixed.  The 

payroll data came in very weak (+20k vs. +180k expected).  The unemployment rate dropped to 

3.8% from 4.0% last month, and wages rose more than expected.  Market reaction is treating the 

numbers as bad for the economy—long bond yields and the dollar both fell and equities turned 

lower.  Here is what we are watching this morning: 

 

Chinese trade: Just as it seemed a trade deal was moving steadily toward fruition, reports 

emerged yesterday that China is getting cautious.  Apparently, the Chinese side is worried about 

the monitoring system that could be used by the U.S. to trigger actions against it.  As a result, the 

summit expected later this month might be delayed, or not occur.1  There are a couple of issues 

here.  First, China’s goal throughout this process has been to buy stuff in key sectors but 

maintain its industrial policy.  Last year, when Wilbur Ross thought he had an agreement, the 

president scotched it because he wanted something more comprehensive.  USTR Lighthizer is 

clearly focused on an enforcement mechanism that will hold China accountable and, not 

surprisingly, China is having second thoughts about being held in such a manner.  Second, 

Chinese negotiators may be trying to create daylight between Lighthizer and the president, 

working on the assumption that the president wants a deal to help his reelection chances.  

However, the president does have to carefully weigh the trade issue.  A deal revealed to be 

superficial just to maintain equity market levels may not help him politically; perhaps an even 

bigger issue is whether his working class base cares at all about the stock market.  They may 

prefer a deal that punishes China and probably couldn’t care less about stocks.  So far, we 

haven’t seen enough new information to change our view that both sides need an agreement2 

and, as such, will come to one that is less than complete.  But, we remain in the realm of 

probabilities and not certainties. 

 

Chinese trade numbers: China’s export numbers were soft; from last year, February exports 

plunged 20.7% and imports fell 5.2%.  While both numbers were much weaker than expected, 

                                                
1 https://www.nytimes.com/2019/03/07/business/us-china-trade-deal.html and https://www.wsj.com/articles/u-
s-china-trade-deal-isnt-imminent-ambassador-branstad-says-11552031163  
2 https://www.ft.com/content/3cf778ca-3f68-11e9-9499-290979c9807a  
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export growth was the slowest in three years.3  Analysts are tending to discount the data due to 

the Lunar New Year disruption, but the drop is large enough to be worrisome.  From our 

perspective, the decline in imports suggests a weakening domestic economy.  The chart below 

overlays the manufacturing PMI with the yearly change in imports.  In general, negative import 

readings are consistent with PMIs under 50.   
 

 
 

ECB: The ECB surprised the markets with the announcement of new stimulus measures.  

Apparently, Draghi caught other members of the ECB by surprise as well.4  The ECB’s action 

did not seem to have the desired effect; European bank shares fell, which were subsidized by the 

credit operations of the ECB.  In fact, risk markets declined across the board.  The ECB’s 

economic projections, which triggered the policy action, appear to have spooked the markets by 

raising the possibility that the European economy is on the cusp of a downturn.  One item worth 

noting is that the EUR plunged on the ECB’s announcement.  We are watching to see if the 

Trump administration frames this as a currency depreciation move by the ECB.  If so, it could 

affect upcoming trade talks. 

 

EU/U.S. trade talks: Although there is some caution regarding the U.S./China negotiations, the 

talks with Europe look downright worrisome.  EU negotiators are clearly indicating they have no 

                                                
3 https://www.reuters.com/article/us-china-economy-trade/china-february-exports-tumble-the-most-in-three-
years-slowdown-worries-deepen-
idUSKCN1QP0CA?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&strea
m=business  
4 https://www.reuters.com/article/us-ecb-policy-surprise/ecbs-draghi-surprised-colleagues-with-bold-stimulus-
plans-sources-idUSKCN1QO26O?il=0  

https://www.reuters.com/article/us-china-economy-trade/china-february-exports-tumble-the-most-in-three-years-slowdown-worries-deepen-idUSKCN1QP0CA?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.reuters.com/article/us-china-economy-trade/china-february-exports-tumble-the-most-in-three-years-slowdown-worries-deepen-idUSKCN1QP0CA?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.reuters.com/article/us-china-economy-trade/china-february-exports-tumble-the-most-in-three-years-slowdown-worries-deepen-idUSKCN1QP0CA?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.reuters.com/article/us-china-economy-trade/china-february-exports-tumble-the-most-in-three-years-slowdown-worries-deepen-idUSKCN1QP0CA?utm_source=newsletter&utm_medium=email&utm_campaign=newsletter_axiosmarkets&stream=business
https://www.reuters.com/article/us-ecb-policy-surprise/ecbs-draghi-surprised-colleagues-with-bold-stimulus-plans-sources-idUSKCN1QO26O?il=0
https://www.reuters.com/article/us-ecb-policy-surprise/ecbs-draghi-surprised-colleagues-with-bold-stimulus-plans-sources-idUSKCN1QO26O?il=0
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interest in a broad (read: agricultural products) trade agreement.5  We doubt the administration 

will accept that outcome.6  The immediate effect of a “second front” on the trade war would be 

dollar strength against the EUR; combined with the easier stance of the ECB, it could lead to a 

much softer Eurozone currency. 

 

U.S. Economic Releases 
 

January housing starts came in above expectations at 1.230mm units compared to the forecast of 

1.195mm units.  The prior report was revised downward from 1.078mm to 1.037mm.  Permits 

were above forecast at an annual rate of 1.345mm units compared to the forecast of 1.287mm 

units. 
 

 
 

The chart above shows the level of starts for both multi-family and single-family.  Single-family 

housing starts rose 4.5% from the prior year, while multi-family homes fell 32.1%.  Housing 

starts rose 28.5% in the Northeast and 2.1% in the South, while housing starts fell 20.0% in the 

Midwest and 31.9% in the West. 

 

The change in non-farm payrolls for February came in well below expectations at 20k compared 

to the forecast of 180k.  The prior report was revised upward from 304k to 311k.  Therefore, the 

two-month payroll net revision rose 12k.  The change in private payrolls came in well below 

expectations at 17k compared to the forecast of 170k.  The prior report was revised upward from 

296k to 308k.  The change in manufacturing payrolls was below expectations, rising by 4k 

compared to the forecast of a 12k gain.  The prior report was revised upward from 13k to 21k. 

                                                
5 https://www.reuters.com/article/us-usa-trade-eu/eu-trade-chief-says-no-support-in-europe-for-comprehensive-
u-s-trade-deal-idUSKCN1QO1UK  
6 https://www.nytimes.com/2019/03/06/us/politics/trade-deal-europe-
usa.html?action=click&module=News&pgtype=Homepage  

https://www.reuters.com/article/us-usa-trade-eu/eu-trade-chief-says-no-support-in-europe-for-comprehensive-u-s-trade-deal-idUSKCN1QO1UK
https://www.reuters.com/article/us-usa-trade-eu/eu-trade-chief-says-no-support-in-europe-for-comprehensive-u-s-trade-deal-idUSKCN1QO1UK
https://www.nytimes.com/2019/03/06/us/politics/trade-deal-europe-usa.html?action=click&module=News&pgtype=Homepage
https://www.nytimes.com/2019/03/06/us/politics/trade-deal-europe-usa.html?action=click&module=News&pgtype=Homepage
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The chart above shows the change in total private employment, which suggests the economic 

expansion continues.   
 

 
 

The chart above shows the 12-month moving total of the change in non-farm payrolls; a dip 

under 1.5mm signals recession. 

 

The unemployment rate came in lower than expectations at 3.8% compared to the forecast of 

3.9%.  The labor force fell by 45k, while employment rose 255k in the household survey.  The 

labor force participation rate was steady at 63.2%, while the U-6 unemployment rate fell sharply 
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to 7.3%.  The chart below shows the relationship between the unemployment rate and the 

employment/population ratio.  The divergence of the two variables has been one of the defining 

factors of this recovery and argues that labor market slack still remains. 
 

 
  
The chart below shows the underemployment rate, also referred to as the U-6 rate, which 

probably dropped government workers being counted twice in the previous survey. 

  

 
  
Average hourly earnings for all workers came in above expectations, rising 0.4% from the prior 

month compared to the forecast of 0.3%. 
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The chart above shows the yearly change in overall wages for all workers along with production 

and non-supervisory workers.  Wage growth has been strengthening. 

 

Retail non-supervisory worker wage growth jumped to its highest level in over two decades. 
 

 
 

The lift in the late 1990s was due, in part, to increases in the Federal minimum wage.  Although 

we haven’t seen another rise in this cycle, a number of local measures have likely led to a similar 

impact in this cycle.  The rise should boost consumption, although the impact may be less than in 
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the past; retail workers as a percentage of the private labor force has been on a sharp downward 

trajectory in recent years. 
 

 
 

In this expansion, warehouse workers have jumped from 4.5% of private non-farm employment 

to 7.5%.  This shows the impact of e-commerce. 

 

On balance, the jobs report was mixed.  As we alluded to last week, last month’s unemployment 

rate may have been influenced by the government shutdown as furloughed workers may have 

considered their time off as being unemployed.  The drop in the payroll number was a bit more 

troubling as it showed that job creation slowed in February.  At this time, we view the soft 

payroll numbers as noise but will continue to monitor it.  The saving grace of the report was 

hourly earnings, which rose to a cycle high.  Although higher earnings are good for workers, the 

past three expansions suggest that the economy begins to lose steam when wages rise above 

4.0%.  As a result, we believe there may be some slack in the labor market. 

 

At the same time, this data puts the Fed in something of a pickle.  The wage data could be a 

harbinger of higher inflation (the Phillips Curve issue again), but the payroll data would argue 

for easy policy.  This is the classic dissonant objectives problem or, the “two bad guys and one 

bullet” issue.  We will be watching to see how FOMC members react.  We suspect they will wait 

to see if the February data is a trend or an outlier.   
 

The table below shows the Fed events scheduled for the rest of the day. 
 

EST Speaker or event

22:00 Jerome Powell Speaks on Economic Development Chairman of Board of Governors of Federal Reserve

District or position

Economic Releases

 No economic releases today

Fed speakers or events
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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

China Trade Balance m/m feb $4.12 bn $39.16 bn $26.20 bn ** Equity bearish, bond bullish

Japan GDP q/q 4q 1.9% 1.4% 1.7% *** Equity bullish, bond bearish

Bankruptcies y/y feb -4.5% 4.9% ** Equity and bond neutral

Eco Watchers Survey Current Situation m/m feb 47.5 45.6 46.2 ** Equity and bond neutral

Eco Watchers Survey Outlook m/m feb 48.9 49.4 49.8 ** Equity and bond neutral

New Zealand Mfg Activity Volume q/q 4q 2.0% -1.6% ** Equity and bond neutral

Volume of All Buildings SA q/q 4q 2.7% 0.7% 1.0% ** Equity bullish, bond bearish

EUROPE

Germany Factory Orders m/m jan -3.9% -7.0% -3.2% ** Equity and bond bearish

France Trade Balance m/m jan -4.195 bn -4.653 bn -4.941 bn ** Equity and bond neutral

Current Account Balance m/m jan 0.900 bn -1.100 bn ** Equity bullish, bond bearish

Industrial Production m/m jan 1.7% -1.4% 0.5% ** Equity bullish, bond bearish

Manufacturing Production m/m jan 0.9% -1.0% -0.2% *** Equity bullish, bond bearish

Italy Industrial Production y/y jan 1.7% -0.8% 0.2% *** Equity bullish, bond bearish

PPI m/m jan 4.4% 5.2% ** Equity and bond neutral

AMERICAS

Mexico CPI m/m feb 0.0% 0.0% 0.9% *** Equity bullish, bond bearish

CPI Core m/m feb 0.4% 0.2% 0.4% *** Equity and bond neutral

Canada Building Permits m/m jan -5.5% 6.0% -5.0% *** Equity and bond bearish

Brazil Markit Brazil PMI Services m/m feb 52.2 52.0 ** Equity and bond neutral

Markit Brazil PMI Composite m/m feb 52.6 52.3 ** 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) 259 261 -2 Up

3-mo T-bill yield (bps) 240 240 0 Neutral

TED spread (bps) 20 21 -1 Neutral

U.S. Libor/OIS spread (bps) 241 241 0 Up

10-yr T-note (%) 2.64 2.64 0.00 Neutral

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

EUR/USD 3-mo swap (bps) 11 9 2 Down

Currencies Direction

dollar down Neutral

euro up Up

yen up Neutral

pound down 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. 
 

Price Prior Change Explanation

Brent $65.02 $66.30 -1.93% Pessimism about the Global Economy

WTI $55.62 $56.66 -1.84%  

Natural Gas $2.87 $2.87 0.21%  

Crack Spread $21.52 $21.90 -1.73%

12-mo strip crack $17.63 $17.94 -1.72%

Ethanol rack $1.43 $1.43 -0.20%

Gold $1,293.84 $1,285.61 0.64%

Silver $15.13 $15.02 0.69%

Copper contract $288.05 $291.05 -1.03%

Corn contract 366.25$       365.25$       0.27%

Wheat contract 440.75$       438.25$       0.57%

Soybeans contract 903.25$       902.50$       0.08%

Baltic Dry Freight 657 664 -7

Actual Expected Difference

Crude (mb) 7.1 1.1 6.0

Gasoline (mb) -4.2 -1.5 -2.7

Distillates (mb) -2.4 -9.1 6.7

Refinery run rates (%) 0.40% -0.05% 0.45%

Natural gas (bcf) -149.0 -144.0 -5.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

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

temps in the eastern region 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.  
 

March 8, 2019 
 

The Federal Reserve is experiencing a crisis of sorts.  For years, policymakers have used the 

Phillips Curve as a guide to policy.  The Phillips Curve postulates that there is a tradeoff between 

inflation and unemployment. Essentially, to quell inflation policymakers need to raise rates to 

create unemployment.  The basic idea is that unemployment represents capacity; when the 

unemployment rate falls below some level, sometimes called the “natural rate of 

unemployment,” capacity constraints develop and inflation rises.  Theory has developed around 

the Phillips Curve.  For example, the Non-Accelerating Inflationary Rate of Unemployment 

(NAIRU) suggests an equilibrium unemployment rate; inflation falls above this rate, and 

inflation rises below this rate.   

 

However, if NAIRU is natural, it doesn’t appear to be stable. 
 

 
 

This chart shows the natural rate of unemployment, calculated by the Congressional Budget 

Office.  As is evident, it has increased and declined over time.   

 

The lack of inflation given the low level of unemployment has led the FOMC to consider if 

another model might work better.  If the reaction of the economy to low unemployment has 

changed, then policymakers may need to keep rates lower for longer to avoid the risk of raising 

rates too soon or too much.  Doing either could needlessly shorten a business cycle.  If inflation 

reacts more slowly to falling capacity, it might make sense to use a different way to adjust the 

policy rate to inflation.  Currently, the FOMC uses a 2% target on core PCE inflation.  In other 

words, based on the yearly change in the core PCE index, the FOMC attempts to keep inflation 

around a yearly 2% change.  Although the Fed attempts to suggest 2% isn’t a ceiling, it is 

generally treated as one by the financial markets. 
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Of the current 17 members of the FOMC, nine are Ph.D. economists.  Of that group, five have 

advocated for a reexamination of inflation policy.  None of the non-Ph.D. members have 

advocated for a change.  Thus, the drive to make a change appears to be coming from the 

“technical” side of the shop.  At present, there are three ideas being explored to address the 

inflation policy issue. 

 

1. Raise the inflation target: The official inflation target is relatively new.  Although the 

Fed privately agreed to an inflation target in 1996, Chair Greenspan insisted it was to be 

kept secret.7   It wasn’t until 2012 that the FOMC made the 2% target official.8  The 

working definition of inflation control is a rate low and stable enough that inflation 

concerns are not part of the economic process.  In other words, if I am buying something, 

I neither accelerate the purchase (a reaction to higher expected prices) nor wait (a 

reaction to lower expected prices).  If the interest rate that creates equilibrium has fallen, 

one way to achieve that rate, on a real basis, is to simply tolerate higher inflation.   

2. Use a moving average of the yearly change in inflation: The use of the core rate, the 

rate excluding food and energy, is designed to smooth out the changes that can be 

triggered by weather or geopolitical events.  However, even items outside of food and 

energy can be affected by short-term events.  Changes in tax rates at the state and local 

level can raise prices for a short time.  In the past, price wars in mobile phone plans led to 

lower core prices.  If the goal is to control inflation over the medium term, a smoothed 

series might make more sense.9   

3. Target the level of prices, not the rate of change: The FOMC uses the core PCE 

deflator as its policy tool.  Instead of aiming for a 2% rate of change, the committee could 

target a level instead.  That way, if price levels were above trend for an extended period, 

monetary policy would be tightened until the index falls back to trend.  In the case of 

price levels being below trend, the Fed may move slowly to raise rates until prices return 

to trend.  The advantage of this model is that the FOMC would not have to react to a 

simple jump in prices after a period of low prices.  

All three options have pluses and minuses.  Raising the inflation target is the easiest to 

understand.  But, there is concern that if the target appears flexible then inflation expectations 

could become unanchored.  The risk is that once the target is changed, the Fed could find itself 

facing political pressure to keep rates steady or cut them even with rising inflation to suit short-

term political goals.  Moving average models will reduce the likelihood that the Fed would react 

quickly to inflation impulses and make the policy rate steadier.  However, by design, moving 

averages will tend to delay easing and tightening.  In the present circumstance, it appears 

attractive but it will tend to slow rate reductions going into an easing cycle.  Targeting the level 

of price is attractive in that it takes previous price levels into account, but it will be hard to 

explain to the public how it works and what to expect.  And, the calculated trend can be sensitive 

                                                
7 https://economia.icaew.com/opinion/april-2015/the-federal-reserves-battle-with-price-stability  
8 https://www.federalreserve.gov/monetarypolicy/files/FOMC_LongerRunGoals.pdf  
9 The Bank of England has a sort of smoothing process where it targets a 2% rate with a 1% variance.  If inflation 
rises or falls outside this band, the bank must explain to the Exchequer why this occurred and what it will do about 
it.  Thus, if the variance is due to a one-off situation, the bank may do nothing. 

https://economia.icaew.com/opinion/april-2015/the-federal-reserves-battle-with-price-stability
https://www.federalreserve.gov/monetarypolicy/files/FOMC_LongerRunGoals.pdf
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to initial conditions.  In other words, if you start your model in a high inflation period, it can 

affect the deviation from trend.   

 

Here is one potential view of the second option. 
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Using the Mankiw Rule (which uses core CPI instead of core PCE), we take a five-year average 

of inflation on the model shown on the right.  The model on the right has better performance; 

during the 1990s, it did a better job of informing policymakers that rate changes were 

unnecessary and would have told the Bernanke Fed that policy was too tight going into the 2007-

09 recession.  Interestingly enough, both versions suggest the Fed is currently too easy. 

 

Here is another view using the employment/population ratio as a proxy for capacity. 
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The moving average model gave clearer signals; it would have told policymakers to ease sooner 

in 2001 (a recession year) and would have signaled to the Bernanke Fed to begin easing sooner 

than it did before the 2007-09 recession.  Both suggest the neutral rate is below the current rate 

but the moving average model suggests policy is tighter than the unadjusted inflation model.  

Essentially, these views show that the real issue remains the measure of slack, but adjusting 

the inflation indicator might mitigate the uncertainty surrounding the capacity issue. 
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Here is one potential view of the third option. 
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The chart on the left shows the core PCE index, log transformed, regressed against a time trend.  

In general, price levels vary to trend.  The chart on the right compares the detrended index to the 

fed funds target.  Note that the cycles in policy tended to move with price levels except for the 

current one.  This model would have kept the FOMC from tightening at all in this cycle. 

 

Under current conditions, this reassessment of inflation policy will likely lead to an end of 

tightening.  Essentially, the considered adjustments will probably discourage further rate hikes 

by reducing the policy level of inflation.  However, this assessment still depends on the proper 

measure of slack in the economy, which, so far, has not been resolved by the FOMC.  

Nevertheless, we think the proper assessment of this change is dovish for policy.  

   

 

 
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 3/7/2019 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. 

 

Asset Class Performance – (as of 3/7/2019 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 
 

March 7, 2019 
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P/E as of 3/6/2019 = 17.5x

 
 

Based on our methodology,10 the current P/E is 17.5x, up 0.7x from last week.  The rise in the 

P/E is due to getting the official quarterly earnings data from S&P, which tends to be about 6.5% 

to 7.0% less than the I/B/E/S estimates.     

 
 
 
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. 

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


