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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: May 10, 2019—9:30 AM EDT]  Global equity markets are mixed this morning.  The 

EuroStoxx 50 is up 0.6% from the last close.  In Asia, the MSCI Asia Apex 50 was down 2.2% 

from the prior close.  Chinese markets were up, with the Shanghai composite up 3.6% and the 

Shenzhen index up 3.1%.  U.S. equity index futures are signaling a lower open. With 442 

companies having reported, the S&P 500 Q4 earnings stand at $39.37, higher than the $37.29 

forecast for the quarter.  The forecast reflects a 2.0% decrease from Q1 2018 earnings.  Thus far 

this quarter, 75.6% of the companies reported earnings above forecast, while 18.3% reported 

earnings below forecast. 
 

The tariffs were applied at midnight.  Here is what we are watching: 

 

China trade: As the president promised, tariffs on trade with China were applied at midnight.1  

Interestingly enough, financial markets took the news in stride, with equities up across the 

world…until a series of early morning tweets from the president indicated a high level of 

comfort with tariffs, in general, and included a threat to apply tariffs on all goods from China.2  

The comments reversed equities, sending U.S. futures lower.   

 

As we have watched this issue play out this week, here are some observations we have made: 

 

1. It is becoming obvious that the president views tariffs as taxes that foreigners pay.  And, 

it has become an article of faith in the mainstream media that consumers pay the tax.3  

The reality is far more complicated.  In public finance, which is a branch of economics 

that studies government spending and taxing activity, who ultimately pays the tax is 

called the “incidence” of the tax.  With tariffs, the incidence can fall on several parties.   

 

a. In its simplest form, a good reaches our border, customs officials apply a tariff 

and collect the fee from the buyer and the buyer passes on the tax in the final 

goods price.  In this case, the incidence is, indeed, on the consumer.   

                                                
1 https://www.ft.com/content/ed52b21c-72ca-11e9-bf5c-
6eeb837566c5?emailId=5cd4e901e1e6070004875dfb&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22 and 
https://www.nytimes.com/2019/05/09/us/politics/china-trade-
tariffs.html?emc=edit_MBE_p_20190510&nl=morning-
briefing&nlid=5677267tion%3DtopNews&section=topNews&te=1 
2 https://twitter.com/realDonaldTrump?lang=en 
3 https://www.axios.com/trump-wrong-china-tariffs-b951dd76-3da8-492e-8cb2-5cbffe695498.html 
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b. But, if a foreign seller faces competition for his product in the nation applying the 

tariff, the importer may take price action to protect market share.  In this case, the 

importer may reduce the price to offset the tariff, thus the ultimate incidence of 

the tax falls to the exporter. 

c. Under conditions of flexible exchange rates, the importer’s currency may weaken.  

This would lower the price of the imported good, offsetting some or all of the 

tariff, meaning the incidence of the tax falls on the consumers in the foreign 

nation (who now face higher prices for all imports) and on the domestic nation’s 

exporters (who face a markup on their exports due to the currency appreciation). 

 

2. So, what is likely to occur?  The most likely outcome is dollar appreciation.  Although 

the dollar is overvalued on a parity basis, the trade war is an outlier event and therefore 

nearly impossible to model.  Tariffs have become increasingly less common in the 

postwar era; U.S. hegemonic policy tended to support free trade and flexible exchange 

rates undermine the effectiveness of tariffs.  Consequently, the more we see “saber 

rattling” on trade, the greater the odds are that the dollar becomes a one-way bet.  We 

have covered currencies since 1986.4  And, one observation we have about exchange 

rates is that markets tend to focus on one factor to the exclusion of all others and that 

factor drives trading until valuation levels become untenable.  In the early 1980s, during 

the Volcker era, it was all about interest rate differentials.  After the Plaza Accord, trade 

data drove exchange rates.  Interest rates made a brief return in the early 1990s, only to 

be eclipsed by productivity differences into the turn of the century.  Interest rate 

differentials returned into the financial crisis, when flight to safety dominated.  And, 

since 2009, interest rates have mostly dominated exchange rate trends.  We are becoming 

concerned that tariffs might dominate traders’ minds in the coming months and push the 

dollar to levels that will undercut U.S. exporters and pressure foreign stocks and large 

caps.  It hasn’t happened yet and, if this doesn’t occur, it will be due to the Fed moving to 

cut rates. 

 

3. In our 2019 Outlook we focused on four potential risks to the market, with monetary 

policy and trade issues as the first two risks.  Until recently, we felt rather confident that 

these two risks had mostly been addressed.  The Fed had gone on hold and it looked like 

a trade war with China would likely be avoided.  Perhaps the biggest risk to the markets 

now isn’t necessarily the trade issue as much as the Fed may see tariffs as inflationary 

and begin to make noise about raising rates.  This is still a low probability event.  The 

Fed remains data-sensitive and probably won’t move to lean hawkish without clear 

evidence of rising prices.  And, if our expectation for a stronger dollar plays out, the 

chances of rising inflation diminish even further.  But, if we are wrong, if the dollar 

doesn’t rally and the incidence of tariffs falls on consumers, then the risk to the expansion 

from monetary policy returns as a significant threat. 

 

4. We have been paying close attention to the politics of the tariffs.  This attention is mostly 

art and less science but we take note of local media reports, podcasts, commentary, etc.  

Our take, so far, is that China is being seen as a bad actor and the president has much 

                                                
4 Obviously, this is Bill talking; Thomas was not yet on the earthly pale in 1986.   
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more support for his tariff actions than is probably understood.  Even in the farm belt, an 

area bearing the brunt of the trade conflict, the tariffs are seen as harmful but probably 

necessary.  The only group that is consistently pro-trade is the right-wing establishment, 

who are committed to globalization (the left-wing establishment is also pro-trade but is a 

less vocal supporter).  The U.S. has been steadily becoming anti-trade.  Note that both 

TPP and TTIP failed to progress even though, from a geopolitical viewpoint, both would 

have led to U.S. trade dominance, at least in terms of setting rules.  To some extent, this 

shift against trade makes sense.  Trade becomes popular when inflation is considered a 

problem.  With inflation being low and controlled for a long time, support for policies 

that reduce inflation would be expected to wane.  The other factor we note is that, in a 

hyper-partisan era, there is a great deal of cross-party support for actions against China.  

The lack of political fallout for tariffs, even if it has some negative effects on the 

economy, will likely embolden the president further.  Thus, it would be unwise to think 

the trade conflicts are going away anytime soon.  If anything, the EU is next; we would 

expect something on auto tariffs with the EU next week5 and increasing trade tensions 

with Europe.6 

 

5. If our analysis of the politics is correct, at least initially, the negative impact from tariffs 

on equities may be limited.  To some extent, multiples are a reflection of sentiment, and 

if there is a “rally ‘round the flag” moment with tariffs then equities may be able to offset 

the potential loss of margins from deglobalization by multiple expansion.  Tariffs are, in 

isolation, bearish for stocks but the negative impact may not be extreme until a clear 

adverse impact on the economy becomes evident. 

 

North Korea: As the Kim regime tests short-range “projectiles” the U.S. has seized a coal ship, 

which the administration says has been used to avoid sanctions.7  We have no doubt that North 

Korea has been systematically working to evade sanctions, but the timing of this seizure will 

heighten tensions. 

 

China and grain: China says it will have a bumper soybean crop this year.8  If true, that would 

mitigate the price effects of tariffs on U.S. grain imports.  However, the USDA reports that 

China could be facing a new foe, the armyworm, a pest that would affect all its crops.9  If the 

pest spreads, it would have an adverse effect on China’s crop production and force it to import 

more corn and soybeans, just when it is restricting U.S. grain due to the trade conflict. 

 

                                                
5 https://www.reuters.com/article/us-autos-tariffs/automakers-expect-white-house-to-delay-decision-on-auto-
tariffs-sources-idUSKCN1SE2MA?utm_source=GPF+-+Paid+Newsletter&utm_campaign=06d84cdbff-
EMAIL_CAMPAIGN_2019_05_09_02_50&utm_medium=email&utm_term=0_72b76c0285-06d84cdbff-240037177 
6 https://www.reuters.com/article/us-usa-trade-hogan/eu-commissioner-says-agriculture-not-on-agenda-for-u-s-
talks-idUSKCN1SG09F 
7 https://www.ft.com/content/1e55a9e0-7231-11e9-bf5c-
6eeb837566c5?emailId=5cd4e901e1e6070004875dfb&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22 
8 https://www.reuters.com/article/us-china-crops/china-expects-its-2019-20-soybean-output-to-hit-highest-in-14-
years-idUSKCN1SG0FR 
9 https://www.cnbc.com/2019/05/08/voracious-pest-threatens-chinas-crops-could-boost-need-for-imports.html 

https://www.reuters.com/article/us-autos-tariffs/automakers-expect-white-house-to-delay-decision-on-auto-tariffs-sources-idUSKCN1SE2MA?utm_source=GPF+-+Paid+Newsletter&utm_campaign=06d84cdbff-EMAIL_CAMPAIGN_2019_05_09_02_50&utm_medium=email&utm_term=0_72b76c0285-06d84cdbff-240037177
https://www.reuters.com/article/us-autos-tariffs/automakers-expect-white-house-to-delay-decision-on-auto-tariffs-sources-idUSKCN1SE2MA?utm_source=GPF+-+Paid+Newsletter&utm_campaign=06d84cdbff-EMAIL_CAMPAIGN_2019_05_09_02_50&utm_medium=email&utm_term=0_72b76c0285-06d84cdbff-240037177
https://www.reuters.com/article/us-autos-tariffs/automakers-expect-white-house-to-delay-decision-on-auto-tariffs-sources-idUSKCN1SE2MA?utm_source=GPF+-+Paid+Newsletter&utm_campaign=06d84cdbff-EMAIL_CAMPAIGN_2019_05_09_02_50&utm_medium=email&utm_term=0_72b76c0285-06d84cdbff-240037177
https://www.reuters.com/article/us-usa-trade-hogan/eu-commissioner-says-agriculture-not-on-agenda-for-u-s-talks-idUSKCN1SG09F
https://www.reuters.com/article/us-usa-trade-hogan/eu-commissioner-says-agriculture-not-on-agenda-for-u-s-talks-idUSKCN1SG09F
https://www.ft.com/content/1e55a9e0-7231-11e9-bf5c-6eeb837566c5?emailId=5cd4e901e1e6070004875dfb&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.ft.com/content/1e55a9e0-7231-11e9-bf5c-6eeb837566c5?emailId=5cd4e901e1e6070004875dfb&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22
https://www.reuters.com/article/us-china-crops/china-expects-its-2019-20-soybean-output-to-hit-highest-in-14-years-idUSKCN1SG0FR
https://www.reuters.com/article/us-china-crops/china-expects-its-2019-20-soybean-output-to-hit-highest-in-14-years-idUSKCN1SG0FR
https://www.cnbc.com/2019/05/08/voracious-pest-threatens-chinas-crops-could-boost-need-for-imports.html
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Mankiw Rule update: The Taylor Rule is designed to calculate the neutral policy rate given 

core inflation and the measure of slack in the economy.  John Taylor measured slack using the 

difference between actual GDP and potential GDP.  The Taylor Rule assumes that the Fed 

should have an inflation target in its policy and should try to generate enough economic activity 

to maintain an economy near full utilization.  The rule will generate an estimate of the neutral 

policy rate; in theory, if the current fed funds target is below the calculated rate, then the central 

bank should raise rates.  Greg Mankiw, a former chair of the Council of Economic Advisers in 

the Bush White House and current Harvard professor, developed a similar measure that 

substitutes the unemployment rate for the difficult-to-observe potential GDP measure. 

 

We have taken the original Mankiw Rule and created three other variations.  Specifically, our 

models use core CPI and either the unemployment rate, the employment/population ratio, 

involuntary part-time employment and yearly wage growth for non-supervisory workers.  All 

four compare inflation and some measure of slack.  Here is the most recent data: 
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This month, the estimated target rates were little changed.  Three of the models would still 

suggest the FOMC is behind the curve and needs to be increasing the policy rate.  However, the 

employment/population ratio suggests a rather high level of slack in the economy and would 

suggest the Fed has already lifted rates more than necessary.  Given the uncertainty in the 

economy, coupled with political pressure, we expect the FOMC to remain on the sidelines.   

 

Odds and ends: Treasury Secretary Mnuchin has been more sensitive to the exchange rate issue 

than the rest of the administration.  He clearly sees that foreigners could respond to tariffs with 

depreciation and has warned nations against it.  Vietnam has been duly warned.10  Canada has 

                                                
10 https://www.axios.com/newsletters/axios-markets-9b3debf1-3895-4738-aa07-
2c69d8dfdd86.html?chunk=5#story5  

https://www.axios.com/newsletters/axios-markets-9b3debf1-3895-4738-aa07-2c69d8dfdd86.html?chunk=5#story5
https://www.axios.com/newsletters/axios-markets-9b3debf1-3895-4738-aa07-2c69d8dfdd86.html?chunk=5#story5
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just noticed that the capital flight that has led to a real estate boom in select cities may have been 

with laundered money11…what a shocker!12   
 

U.S. Economic Releases 
 

CPI was below expectations, rising 0.3% from the prior month compared to the forecast of 0.4%.  

Core CPI also came in below expectations, rising 0.1% from the prior month compared to the 

forecast of 0.2%. 
 

 
 

The chart above shows the year-over-year change in headline CPI and core CPI.  Headline CPI 

and core CPI rose 2.0% and 2.1%, respectively.   
 

Real average weekly earnings rose by 1.2% from the prior year, while real average hourly 

earnings rose 0.9% from the prior year for all workers and 1.4% for non-supervisory workers.  

 

                                                
11 https://www.wsj.com/articles/canada-says-money-laundering-is-raising-housing-prices-
11557440252?mod=hp_listc_pos1 
12 https://www.youtube.com/watch?v=SjbPi00k_ME 

https://www.wsj.com/articles/canada-says-money-laundering-is-raising-housing-prices-11557440252?mod=hp_listc_pos1
https://www.wsj.com/articles/canada-says-money-laundering-is-raising-housing-prices-11557440252?mod=hp_listc_pos1
https://www.youtube.com/watch?v=SjbPi00k_ME
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The chart above shows real average hourly earnings for production and nonsupervisory workers.   
 

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

EDT Indicator Expected Prior Rating

10:00 Monthly Budget Statement m/m apr $160.5 bn $214.3 bn **

EST Speaker or event

9:08 Raphael Bostic Discusses Economic Outlook President of the Federal Reserve Bank of Atlanta

10:00 John Williams speaks to Bronx Bankers Breakfast President of the Federal Reserve Bank of San Francisco

Fed speakers or events

Economic Releases

District or position

 
 

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.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China BoP Current Account Balance q/q 1q $58.6 bn $54.6 bn ** Equity and bond neutral

Japan Household Spending y/y mar 2.1% 1.7% 1.6% ** Equity bullish, bond bearish

Labor Cash Earnings y/y mar -1.9% -0.8% -0.5% ** Equity and bond bearish

Real Cash Earnings y/y mar -2.5% -1.1% -1.1% ** Equity and bond bearish

Japan buying foreign bonds m/m may -¥257.0 bn ¥0.311 tn ** Equity and bond neutral

Japan buying foreign stocks m/m may -¥31.9 bn -¥0.030 tn ** Equity and bond neutral

Foreign buying Japan bonds m/m may -¥2.8 bn ¥0.276 tn ** Equity and bond neutral

Foreign buying Japan stocks m/m may ¥0.0 bn ¥0.640 tn ** Equity and bond neutral

New Zealand Card Spending Retail m/m apr 0.6% -0.3% 0.8% ** Equity and bond neutral

Card Spending Total m/m apr 0.4% -0.2% ** Equity and bond neutral

EUROPE

Germany Trade Balance y/y apr 22.7 bn 17.9 bn 20.0 bn ** Equity bullish, bond bearish

Current Account Balance m/m apr 30.2 bn 16.3 bn 26.0 bn ** Equity bullish, bond bearish

France Wages q/q apr 0.7% 0.2% 0.3% *** Equity bullish, bond bearish

Private Sector Payrolls y/y mar 0.3% 0.3% 0.2% ** Equity bullish, bond bearish

Industrial Production y/y apr -0.9% 0.4% -0.5% *** Equity and bond bearish

Manufacturing Production y/y apr 0.5% 2.8% *** Equity and bond neutral

Italy Industrial Production y/y mar -0.9% 0.9% -0.8% *** Equity and bond bearish

Retail Sales y/y mar -3.3% 0.9% 1.0% ** Equity and bond bearish

UK Industrial Production y/y mar 1.3% 0.1% 0.5% *** Equity bullish, bond bearish

Manufacturing Production y/y mar 2.6% 0.6% 1.1% *** Equity bullish, bond bearish

Construction Output y/y mar 3.2% 3.3% 4.5% ** Equity bearish, bond bullish

Trade Balance m/m mar -5.408 bn -4.600 bn -4.860 bn ** Equity and bond neutral

GDP m/m y/y 1.8% 1.4% 1.8% *** Equity and bond neutral

AMERICAS

Canada International Merchandise Trade m/m mar -3.21 bn -2.90 bn -2.40 bn ** Equity and bond bearish

New Housing Price Index m/m mar 0.1% 0.1% 0.1% ** Equity and bond neutral

Brazil Retail Sales y/y apr -4.5% 3.9% -2.4% ** Equity and bond bearish

Mexico CPI m/m apr 4.4% 4.0% 4.4% *** 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) 255 256 -1 Up

3-mo T-bill yield (bps) 237 237 0 Neutral

TED spread (bps) 18 19 -1 Neutral

U.S. Libor/OIS spread (bps) 237 237 0 Up

10-yr T-note (%) 2.45 2.44 0.01 Neutral

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

EUR/USD 3-mo swap (bps) 18 17 1 Down

Currencies Direction

dollar flat Neutral

euro up Up

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 $70.95 $70.39 0.80% Uncertainty in Venezuela

WTI $62.10 $61.70 0.65%  

Natural Gas $2.59 $2.60 -0.27%  

Crack Spread $22.61 $22.18 1.91%

12-mo strip crack $18.43 $18.19 1.33%

Ethanol rack $1.45 $1.45 -0.23%

Gold $1,285.71 $1,284.08 0.13%

Silver $14.77 $14.76 0.08%

Copper contract $278.15 $277.15 0.36%

Corn contract 354.25$       353.25$       0.28%

Wheat contract 431.00$       429.50$       0.35%

Soybeans contract 813.00$       812.75$       0.03%

Baltic Dry Freight 974 940 34

Actual Expected Difference

Crude (mb) -4.0 2.5 -6.5

Gasoline (mb) -0.6 -1.0 0.4

Distillates (mb) -0.2 -0.5 0.3

Refinery run rates (%) -0.30% -0.90% 0.6%

Natural gas (bcf) 85.0 86.0 -1.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

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

in the northwestern regions.  Precipitation is expected for most of the country.   
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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.  
 

May 10, 2019 
 

While the financial industry is rife with performance comparisons to selected benchmarks, the 

most important investing goal for the majority of clients is a return above inflation that avoids 

catastrophic losses.  Although beating the S&P 500 is a nice goal, solely focusing on that 

outcome may lead an investor to accept more risk than appropriate.  This is an age-old issue 

where one confuses ends with means.  Benchmarking is a means to an end.  A benchmark gives 

investors some insight into how their investments are doing but should never be considered an 

end in itself.  Sadly, measurement of performance seems to have eclipsed, and even replaced, the 

principal goals for clients.  In other words, the benchmark has become the goal. 
 

A good example of the problem with benchmarking is found in academia.  Students have been 

told that the “4.0” is the clear marker of academic success.  Now, getting all “As” is a good 

thing.  But, anyone who has been to college knows that the GPA can be gamed.  Students can fill 

their electives with easy courses.  They can select the easiest professors in their major’s hardest 

courses.  And, they can cheat.  Or, perhaps equally as perverse, they can “know it for the test.”  

In other words, they can memorize the necessary information but fail to really understand it.  

Resolving this issue is part of hiring new graduates.  There are ways to ferret out who knows 

their stuff and who gamed.  Checking transcripts is a good way to look for clues—what were the 

electives and how did the candidate do in the hard classes?  Another is to ask questions about the 

most basic components of a discipline but in a way that is rarely presented in class.  An example 

for economists is, “Assume all drug users are addicts; what is the best way to reduce illicit drug 

consumption?”13  However, how many positions are filled by candidates who are screened by 

GPA?  In other words, how many good candidates never get an interview because their GPA fell 

below 3.5 because they took more challenging course work? 
 

Let’s suppose that instead of attempting to help clients accumulate wealth within their acceptable 

risk tolerance, the goal was to outperform the S&P 500 Index and the criteria was what 

outperformed the index over the past seven calendar years.  Out of the 34,468 U.S. dollar-based 

indices in Morningstar’s database, the sole index that met this criteria was the S&P HealthCare 

Equipment Select Industry Index.  Naturally, exposure exclusively to this single index would be 

a poor investment strategy for the vast majority of clients, as it would expose them to very 

specific risks, yet it underscores the notion that simply striving to outperform the return of a 

particular index is fraught with the potential risk of a permanent impairment of capital. 
 

Annual 

Return 

2018

Annual 

Return 

2017

Annual 

Return 

2016

Annual 

Return 

2015

Annual 

Return 

2014

Annual 

Return 

2013

Annual 

Return 

2012

S&P 500 -4.38 21.83 11.96 1.38 13.69 32.39 16.00

S&P HealthCare Equip Sel Industry 9.57 30.44 12.89 9.23 16.36 36.85 16.98  
(Source: Morningstar) 

                                                
13 If all users are addicts, then the demand curve is highly inelastic.  Reducing supply merely drives up the price, but 

reducing demand (drug rehab, substitution) could reduce demand and have the biggest effect on reducing 

consumption. 
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Another problem that arises in making relative performance the principal objective is the 

potential for miscreants to juggle benchmarks in order to appear successful.  As an example, the 

table below illustrates the divergence that is associated with popular small cap growth 

benchmarks.  While all four of the benchmarks in the table are from highly reputable providers 

with well-documented methodologies for the U.S. small cap growth stocks included in their 

indices, the variance among these four in any given year can be profound.  Note that even with 

indices from the same vendor the differences can be significant as evidenced by the MSCI U.S. 

Small Cap Growth Index varying from the MSCI U.S.A. Small Growth by 244 basis points in 

2018. 
 

Total Return 

2019 YTD

Annual Return 

2018

Annual Return 

2017

Annual Return 

2016

Annual Return 

2015

Annual Return 

2014

MSCI US Small Cap Growth 21.29 -9.18 21.22 13.13 -3.24 4.51

MSCI USA Small Growth 22.17 -6.74 23.13 13.70 -2.43 5.35

Russell 2000 Growth 20.71 -9.31 22.17 11.32 -1.38 5.60

S&P SmallCap 600 Growth 14.65 -4.05 14.79 22.16 2.78 3.87  
(Source: Morningstar) 

 

A further complication that may be encountered is the utilization of benchmarks that incorporate 

significant complexity in the myriad sub-asset classes that roll up to major asset classes.  The 

resulting information will be a hash of statistics that are of little use to either investors or advisor 

supervision.   
 

These potential pitfalls do not obviate the necessity of monitoring and evaluating relative 

performance as part of proper due diligence.  The evaluation of a manager’s portfolio or asset 

allocation strategy against an appropriate benchmark is an essential tool for validation of an 

investment thesis, which can lead to the achievement of the client’s goals.  However, this can be 

taken to extremes.  Our industry’s all-consuming fascination with performance measurement has 

the potential to cause actions that are perpendicular to the goal of inflation-adjusted wealth 

creation, such as performance chasing.   
 

What, then, is the correct approach to ensure a manager is properly positioned in a client’s 

portfolio or an asset allocation strategy is appropriate to help attain the client’s goal?  The most 

straightforward means is to evaluate a manager or asset allocation strategy against a benchmark 

that is objective, possesses a sound methodology, recognizable, germane to the asset class 

represented and free of unnecessary complexity.  For this last facet, the notion of Occam’s razor 

applies.  This approach will naturally yield significant tracking error; however, tracking error 

should not only be expected, but embraced, for an active manager.  While on a quarter-to-quarter 

basis investors may observe divergent returns relative to the benchmark, during discrete, 

representative periods and especially through a full market cycle, an uncomplicated and 

recognizable benchmark will represent a solid barometer against which to measure the risk-

adjusted return of a manager or investment strategy.  This will serve to evaluate whether the 

manager or strategy is contributing to the overarching client goal.  But, ultimately, the key point 

to remember is that a benchmark is a means to an end, not an end in itself. 

 
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 ma y 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 5/9/2019 close) 
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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 5/9/2019 close) 

 

0.0% 5.0% 10.0% 15.0% 20.0%

Cash

US Government Bond

Commodities
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Emerging Markets ($)

Emerging Markets (local currency)
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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 Update 
 

May 9, 2019 
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Sources:  Robert Shiller, Haver Analytics, I/B/E/S, CIM

P/E as of 5/8/2019 = 18.6x

 
 

Based on our methodology,14 the current P/E is 18.6x, down 0.1x from last week.  Rising 

earnings accounted for the decline in the multiple. 

 

 

 
 
 
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. 

                                                
14 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 (Q3 and Q4) and two estimates (Q1 and Q2). 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. 


