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Gleanings
Market Returns Annually
This time it’s different….
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That is certainly the result that I was expecting, at least until the Federal Reserve started
“There are currently
signaling that the next rate change would be a cut. The two graphs immediately below help
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by peaks in the stock market on the dates indicated). Seen in a different light in the next chart
that tracks unemployment (black line) as well as the number of full time jobs per household
(blue line), you can see that in spite of record low official unemployment readings, there are
currently fewer full time jobs per household than there were at the bottom of the last two
recessions. No wonder they’re not worried about wages. If you consider employment costs as
the enemy of profitability, you might say that war to keep them suppressed has been won.

So, conceivably, we may well avoid a recession this time around because the Federal Reserve will reduce rates as it sees
that wage inflation is not going to be a problem. If no recession, what then? What’s that imply for the stock market?
Inevitably, if you have low wage growth then you have low sales growth and tariffs on Chinese goods will only reduce
consumption more. We can see that already in rising wholesale inventory levels (blue line, inverted). The resulting drop in
industrial production generally suggests a coming drop in GDP growth as well as S&P profitability. That doesn’t mean that
profits will disappear. They just are likely to contract for a while. Interest rates at a little over 2.5% on long term Treasuries
already reflect that likelihood, with the implication that we might find ourselves in a very low economic growth environment
for many years to come. If wage inflation and interest rates stay low as expected, the stock market might see higher values
yet even if it doesn’t see higher earnings. The earnings yield that stock market participants require, that is, earnings divided
by price, ought to fall as well, possibly extending this bull market quite a bit farther out into the future.

What are the risks? I’ve entered a mild
earnings recession that’s consistent with the
current environment into our valuation model
and you can see the expected range for the
S&P 500 in the lower of the two charts to the
right. In this model, we have only two inputs;
earnings and inflation. If we avoid a
recession, we would normally expect to see
the market trading between the red and
green lines, hitting the lows when market
participants are pessimistic (afraid) and the
highs when they’re optimistic (greedy). That
implies a trading range of about 1900 to
2800. If we do get a recession, the range will
drop in a similar way to what we saw in 2009,
with the model showing a drop in fair value
first, closely followed by actual traded prices.
Anything to the right of June 2019 in the chart
is just where I have entered my best current
guess as to future earnings and inflation. I
think it’s helpful to know the likely range. I
update the numbers as soon as they’re
available. Let’s hope my guesses are close.
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