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Summary
With tightening monetary policy, an ongoing global growth slowdown, and relatively elevated valuations, the path of least
resistance continues to be lower for the equity market. Rising nominal and real interest rates continue to pressure valuation
multiples, particularly for large cap growth stocks. The market looks like it has room to “catch down” to where real rates are
currently, and there is a strong chance real rates continue to rise based on the Fed’s framework.
Defensive sectors like health care, utilities, and consumer staples continue to show relative market strength. Also, the energy
sector has been a standout given the nature of the current economic and geopolitical problems in the world. In the initial market
drawdown from the beginning of the year to the mid-June lows, energy was the only sector that was up and health care, consumer
staples, and utilities were down the least. The same has been true in the recent decline from the mid-August interim high.
Some valuation models and historical analogs that I cross reference suggests the market might be about 15-20% overvalued
currently. Chances are that the forward P/E multiple is understating valuations. I suspect that market expectations for 2023
earnings are lower than what has been published by the analyst community. In other words, there’s a difference between what’s
projected by analysts and what’s actually priced into markets.
On equity markets internationally, the China CSI 300 Index has not shown any follow-through to the upside after its May-June
rebound and looks likely to retest its lows. The Chinese market was the first to peak (in Feb 2021) and may be the first to trough. If
it makes new lows, it will become an 18-month long bear market for the benchmark Chinese index.
As noted earlier in the year, the TINA effect has been greatly reduced as interest rates have risen. There are arguably some
reasonably attractive alternatives to stocks, at least over the near-term. For example, a 2-year TIPS note yields 1.3% in real terms,
i.e., after inflation. That’s in the 88th percentile over the past twenty years.
Also, the Fed continues to drain liquidity via quantitative tightening. Net liquidity had improved from late June to mid-August due to
idiosyncratic factors but is now a headwind again for the market and is likely to remain so until further notice.
The silver lining of a hawkish Fed and an ongoing global growth slowdown is that inflation expectations continue to decline. As
previously commented, I think the market is more concerned with inflation than growth. While, in my assessment, a recession isn’t
fully priced into the market and represents a downside risk, it’s likely the lesser of the two evils to the extent they are mutually
exclusive. In general, I continue to view the current drawdown as a cyclical bear market in an ongoing secular bull market.
As always, the outlook remains data dependent and everyone needs to put probability and reward-to-risk assessments in the
context of their strategy, process, and time horizon.
-Nick Reece
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Earnings Backdrop
S&P 500 Trailing 12-month Earnings per Share and the S&P 500
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Analysis: Factset’s 2022 calendar year earnings growth estimate is +7.8% (down from last month’s estimate). Currently, 2022 earnings for the
S&P are estimated to be 226 (slightly down from last month’s forecast). So, the market is trading at about 18x this year’s earnings. Next year’s
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earnings
are expected
to be 244. Chart Framework: I’d get incrementally negative if earnings fall below their 12-month moving average while the
market is at or near bull market highs. This is more of a coincident or confirmatory indicator. Fundamentals don’t exist in a vacuum; they should
be looked at relative to price.
https://advantage.factset.com/hubfs/Website/Resources%20Section/Research%20Desk/Earnings%20Insight/EarningsInsight_091622A.pdf
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Business Cycle Backdrop
Leading Economic Indicators (LEI) Index and the S&P 500
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Analysis: The LEI index has moved lower over the past five months, indicative of a coming recession. The last recession ended in April 2020,
making it the shortest recession on record. It underscores why the market bottomed when it did—bear markets usually bottom before recessions
Bloomberg ®
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end.
It was a09/17/2022
two-month
recession, and about a one-month bear market. It might be better thought of as a crash. Chart Framework: I’d 4get
incrementally positive on the market outlook if the LEI Index ticks up. Fundamentals don’t exist in a vacuum; they should be looked at relative to
price. If the market moves ahead of fundamentals deteriorating, there may be little to no benefit from taking defensive action. Currently, the
market seems to be pricing in a high probability of at least a mild recession.
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Global Growth Backdrop
Large Economy Manufacturing PMIs (Purchasing Managers Index) and the S&P 500
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Analysis: Manufacturing PMIs were mostly lower over the past month. Germany PMI and China PMI remains below 50. I remain neutral/negative
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on this
framework.
Chart
Framework: I’d get incrementally positive on the market outlook with three or more PMIs moving higher or all PMIs back
above 50. Fundamentals don’t exist in a vacuum; they should be looked at relative to price.
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U.S. Financial Conditions
Chicago Fed National Financial Conditions Index (inverted in grey) and the S&P 500 (black)
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Analysis: Financial conditions have loosened over the past month but remain restrictive. Chart Framework: I’d get incrementally positive on the
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market
outlook 09/17/2022
if financial
conditions materially ease. Fundamentals don’t exist in a vacuum; they should be looked at relative to price.
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S&P 500 and G3 Central Bank Assets
S&P 500 Index and G3 (U.S., Eurozone, and Japan) Central Bank Total Assets
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Conversely, the BoJ continues asset purchases—but not enough to offset Fed reduction. It’s important to include policy makers in market
analysis.
I’m currently
negative on this framework. Chart Framework: I’d get incrementally positive on the market outlook if if total G3 assets
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started moving higher again. Fundamentals don’t exist in a vacuum; they should be looked at relative to price.
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Private Sector Balance and S&P 500
U.S. Domestic Private Sector Surplus/Deficit relative to GDP (12-month Moving Average) (grey) and the S&P 500 Index (black)
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started in 2000 and 2007). The same was true ahead of the 1929 crash and the
1989 Japan crash (looking at Japanese sectoral balances). The US private sector balance is the inverse of the US government budget deficit net
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of the
trade deficit.
In other words, US govt deficits flow to US households and businesses, and to the rest of the world via the trade deficit. The
private sector surplus is forecast to be +0.1% for 2022 and +0.2% for 2023. I’m currently neutral/negative on this framework. Chart Framework:
I’d get incrementally positive on the market outlook if the domestic private sector balance moves back into surplus. Fundamentals don’t exist in a
vacuum; they should be looked at relative to price.
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Uncertainty (“Wall-of-Worry”)
U.S. Economic Uncertainty Index (inverted in grey) and S&P 500 (black)
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on a forward-looking basis, as it provides more room for uncertainty to decline. Worrying headlines are fuel for a bull market. As the expression
goes: if you wait for an all-clear sign, you’ll buy at the top. This chart also reminds us that markets don’t bottom on good news. Chart Framework:
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I’d get
incrementally
negative on the market outlook around the 65 level on policy uncertainty (dashed line) with the market flat to higher.
Fundamentals don’t exist in a vacuum; they should be looked at relative to price.
Methodology: The index quantifies newspaper coverage of policy-related economic uncertainty, the number of federal tax code provisions set to
expire in future years, and disagreement among economic forecasters. http://www.policyuncertainty.com/methodology.html
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Market Breadth
Percent of S&P 500 member stocks above their 200d Moving Averages when the S&P 500 Makes a New Bull Market High
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Analysis: Breadth at the most recent market high (1/3/2022) was 76% (well above the 65% warning level). Typically, as a bull market ages,
breadth
declines—you
can see that in the 1999/2000 peak and the 2007 peak. The last bull market (2009-2020) had an unnatural end due to the
Bloomberg
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pandemic/lockdowns. As a result of the crash and new bull market, breadth was reset to 2009 levels and then started gradually coming down.
Chart Framework: I’d get incrementally negative on the market outlook if the S&P made new bull market highs with breadth below 65%.
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Market Sentiment
Percent that are Bullish (bulls / bulls+bears) and S&P 500
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Analysis: Sentiment is currently 36% bullish. This chart should be looked at from a contrarian perspective, particularly at extremes. Given that
bullish
sentiment
is currently
Bloomberg
®
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11:42:11 relatively low, my interpretation of this chart is neutral/positive for the market. Chart Framework: I’d get incrementally
9
negative on the market outlook with sentiment near or above 70, and positive near or below 30. The neutral range is roughly between 40 and 60.
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Margin Debt
Margin Debt and S&P 500 (top panel), 12-month change in Ratio of Margin Debt / S&P 500 (bottom panel)

Year-over-Year Rate of Change of Ratio of Margin Debt to S&P 500
30%

Source: © Merk Investments, Bloomberg
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relative to the equity market, possibly reflecting the euphoric phase of the
bull market, or long positions switching from strong hands (unleveraged) to weak hands (leveraged). It may be worth noting that margin debt
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didn’t
rise relative
to the stock market (bottom panel) coming into the 2020 Covid-crash and the market recovered to new all-time highs quickly.
Also, commentators that focus on the dollar value of margin debt have been (wrongly) warning about it since 2013. Chart Framework: I’d get
incrementally negative on the market outlook if the YoY rate of change of the ratio (bottom panel) moves above 30 with the market at or near alltime highs. It might be worth noting that margin debt build-up was one of the key features of the 1929 bubble market top.
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Margin Debt
YoY Percentage Change in the S&P 500 (black) and Margin Debt (grey)
Noticeable rise in margin debt without proportional
rise in the value of stocks collateralizing the debt.
Also, 2000 and 2007 were late cycle (e.g., post yield
curve inversion)
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Analysis: This is another way of looking at margin debt relative to the market. Margin debt grew rapidly coming out of the Covid crash, but so did
Bloomberg ®
09/17/2022 11:42:11
15
the market’s value. 2020’s rise in margin debt is in stark contrast to the build up seen in 2000 and 2007, which were not accompanied by an
offsetting rise in the market’s value.
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S&P 500 Correlation and Volatility
Avg. 2-yr Correlation of GICS* Sector Indexes to the S&P 500 Index and Avg. GICS Sector Index 1-yr realized volatility

Source: © Merk Investments, Bloomberg
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should be looked at from a contrarian perspective, and currently suggests a neutral outlook medium/longer term as both correlation and volatility are
near average levels. Framework: S&P 500 subsequent medium-term returns are likely to be most attractive when both correlation and volatility are high
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and have lots of room to decline (like in 2009).
*GICS = Global Industry Classification Standards. The 10 sectors used for this analysis are: Consumer Disc., Consumer Stap., Energy, Financials, Health Care, Industrials, Information Technology, Materials, Telecommunication
Services, and Utilities. In 2016 Real Estate was added as an 11th GICS Sector, which had been part of the Financials sectors. The S&P 500 stocks are each assigned to a sector. The correlation reading (black line) represents
the average of all sector correlations to the S&P 500 (i.e., Correlation between Financials and S&P 500 + Correlation between Energy and S&P 500 etc., divided by 10). The volatility reading (grey line) represents the average the
sector volatilities (i.e., Volatility of Financials + Volatility of Energy etc…., divided by 10)
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S&P 500 Implied Correlation and Volatility
S&P 500 Index (black) and CBOE Implied Correlation Index + CBOE Implied Volatility Index (VIX) (grey)
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elevated at or below 40 (inverted axis). Prior to the current correction, complacency was relatively elevated.
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VIX Curve
(3-month futures implied VIX minus 1-month futures implied VIX) and S&P 500
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Analysis:
As
of last
week’s
close,
the
VIX
curve
was
positively
sloped–meaning three-month future expected VIX is higher than one-month future
expected VIX. VIX represents an estimate of the 30-day implied volatility of the S&P 500. In my view, when the VIX curve is negative a market
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drawdown
phase
is likely still ongoing. When positive, it may suggest the drawdown may be over for the time being. Chart Framework: In my
view, this chart is best used for judging when drawdown periods might be over. If a negatively sloped VIX curve (i.e., grey area below zero)
persisted, that could be a sign of stress remaining in the market. To some extent, I think this metric gives an idea of how far out into the future the
market is willing to look. In other words, when the VIX curve is inverted the market is focused on the very short-term.
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S&P 500 Technicals
S&P 500 daily open-high-low-close chart with 50-day and 200-day Moving Averages (MA)
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Analysis: The 50-day moving average remains below the 200-day moving average and the 200-day moving average remains in a downtrend. I’m
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currently
neutral/negative
on this picture. Chart Framework: I’d get incrementally positive on the market outlook if/when the S&P 500 200d MA
moves back into an uptrend and when the 50-day MA crosses back above the 200-day MA.
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S&P 500 Valuation Indicator
Aggregate Equity Allocation Proxy (From Fed Z.1 Report) and S&P 500 Subsequent 10-year annualized Returns
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Analysis: If history is any guide, this chart suggests annualized S&P 500 returns (w/o dividends) might be near zero over the ten-year period
starting 6/30/2022. The grey dotted line is the market value of US equity divided by the total market value of US equity and debt, which is used as
Bloomberg ®
09/17/2022 11:42:11
2
a proxy for aggregate equity allocation. A 44.8% allocation is relatively high (as of 6/30/2022). The data comes from the quarterly Federal
Reserve Z.1 report. Chart Framework: I’d get incrementally positive on the longer-term market outlook at an allocation level below 35%, which
would likely only be after a substantial bear market.
Reference paper: http://www.philosophicaleconomics.com/2013/12/the-single-greatest-predictor-of-future-stock-market-returns/
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Calendar Year S&P 500 Returns
1928-to-Present Calendar Year Returns (dividends not included)

Source: © Merk Investments, Bloomberg
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Analysis: As of 9/16/2022 the S&P 500 is -19% year-to-date. Coming into 2022, sell-side forecasts were for a 0% to 7% return for next year.
Usually the consensus forecast is wrong (either too high or too low). For context: from 1928 through 2020 the S&P 500 average annual return
Bloomberg ®
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34
was 7.7% (w/o dividends). The S&P 500 returned between 0-10% in only 16 of those 93 years (17% of the time). In other words, average years
are actually rare. 52% of years had returns above 10%, and 31% of years had negative returns. It may be worth noting that the S&P 500 is up
over 10% in most years.
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Checklist
Chart

Time Horizon

Per Framework Characterization

Earnings

Short/Medium Term

Neutral

Business Cycle

Short/Medium Term

Negative

Global growth

Short/Medium Term

Negative

Financial Conditions

Short/Medium Term

Negative

Central Bank Support

Medium Term

Negative

Private Sector Balance

Medium Term

Neutral/Negative

Uncertainty*

Medium Term

Positive

Market Breadth

Medium/Longer Term

Neutral/Positive

Market Sentiment*

Short/Medium Term

Neutral/Positive

Margin Debt*

Medium/Longer Term

Positive

Correlation/Volatility*

Medium/Longer Term

Neutral

VIX Curve

Short Term

Positive

S&P 500 Technicals

Medium Term

Negative

Valuation

Longer Term

Negative

Time Horizon

Overall Characterization

Short Term (<6 months)

Negative with high uncertainty

Medium/Longer Term (6m - 2years)

Neutral with high uncertainty

*contrarian indicators
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1946-49 Analog
Matching the Current Market Decline to the 1946 Market Decline
Inflation Related Decline

Recession Related Decline

Source: © Merk Investments, Bloomberg
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was a 20-30% decline that bounced along the bottom for a while, eventually through a mild recession. Not a great picture, but it might mean the
market is currently not too far from its lows.
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(This is not a forecast or investment advice)
History of US inflations: https://www.bls.gov/opub/mlr/2014/article/one-hundred-years-of-price-change-the-consumer-price-index-and-theamerican-inflation-experience.htm#_ednref30
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Nominal Rates and Inflation Expectations
Nominal 10yr Yield (black) and 10yr Inflation Expectations (grey)
nominal rates rising

inflation expectations
declining

Source: © Merk Investments, Bloomberg
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China CSI 300 and S&P 500
S&P 500 (black) and CSI 300 (grey)

Source: © Merk Investments, Bloomberg
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The Chinese market was the first to peak (in Feb 2021) and may be the first to trough. If it makes new lows, it will become an 18-month long bear
market for the benchmark Chinese index.
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Fed Net Liquidity
Fed Assets – (TGA + RRP)

Source: © Merk Investments, Bloomberg
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Analysis: Fed net liquidity is not just impacted by the Fed’s balance sheet size (and QT), but also by the Treasury General Account and the
Bloomberg ®Repo
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Reverse
Facility,
which drain reserves from the banking system. Any drawdown in TGA and RRP are net additive to market liquidity.
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Reverse Repo (RRP)
RRP uptake in $ Billions

Source: © Merk Investments, Bloomberg
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Analysis: Reverse Repo (RRP) represents market participants lending to the Fed on an overnight basis. Uptake is affected by bank regulation,
Bloomberg
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net
T-bill® supply
from
US government issuance, and demand for safe haven assets. Lack of T-bill supply continues to be a problem and 4is
supporting demand for RRP.
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S&P 500 Bull Market Trend Channel
S&P 500 Index and Trend Channel (Logarithmic Scale)
Market overshoots
on upside
4300 in
mid-2021

3700 is the low end
of the trend channel
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Analysis: The S&P 500 has pulled back from the lower end of the trend channel. The all-time high was 4797. The bottom of the trend channel is
around
3700,
the
market
hit that area in mid-June for a 23.5% max drawdown (so far).
Bloomberg
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1
*On logarithmic scales an equal amount of vertical change corresponds to an equal amount of percentage change, whereas on arithmetic scales
an equal amount of vertical change corresponds to an equal amount of numerical change*
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Inflation and the S&P 500
CPI YoY and S&P 500 Index

?

?
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Analysis: In cases of inflation spikes coinciding with market declines, historically the market has bottomed (or been not far from the bottom)
around
the®peak09/17/2022
YoY rate
of inflation. Headline CPI inflation very well may be (finally) falling.
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S&P 500 Dividend Futures
Current Year, Next Year, and Following Year

Source: © Merk Investments, Bloomberg
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Analysis:
S&P 500 dividend futures are pricing in dividend cuts for 2023 and 2024, at the very least implying that the market is pricing in a high
do not provide investment advice, and nothing herein shall constitute an offer of financial instruments by BFLP, BLP or their affiliates.
probability of recession. Dividends are typically only cut in a bona fide recession (not in a mere earnings recession). If and when a recession
does
materialize,
we08:10:08
would likely still see downside volatility in the equity market. On that note, analyst estimates of forward 12-month earnings
Bloomberg
®
09/19/2022
2
for the S&P don’t necessarily provide an accurate picture of what’s actually priced into markets—as witnessed by the market reaction to Q2
earnings season. The market is almost certainly pricing in weaker earnings than the published projections, but that also means the market is
trading at a higher multiple than the stated forward P/E would imply.
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“Rule of 20”
Valuation Framework for Bear Market Bottoms

Source: © Merk Investments, Bloomberg
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Analysis: For what it’s worth, this framework suggests that all past bear market lows (since the early 1950s) have a trailing P/E multiple + CPI
Bloomberg rate
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1
inflation
below
For example, if inflation comes down to 4%, the trailing P/E would need to be 16. The currently trailing multiple is 19.7x,
so the market would need fall about 15-20% with inflation coming down to 4%, plausible over the next year.
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Defensive Consumer Staples
S&P 500 Consumer Staples Sector Index

Source: © Merk Investments, Bloomberg
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Analysis: Low beta Consumer Staples have been providing market leadership, as a defensive sector that’s indicative of ongoing economic
Bloomberg ® Typically,
09/19/2022 09:03:09
1
concerns.
Consumer Staples outperform the broader market in recessions.
(This is not a forecast or investment advice)
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Defensive Utilities
S&P 500 Utilities Sector Index

Source: © Merk Investments, Bloomberg
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Analysis: Low beta Utilities have been among market leadership, as a defensive sector that’s indicative of ongoing economic concerns.
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(This is not a forecast or investment advice)
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Sector Relative Performance
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Analysis: The above chart shows sector performance relative to the broad index (S&P 500). Recently, Health Care, Utilities, and
Bloomberg ®Staples
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1
Consumer
have
been outperforming.

Sector Performance
Jan 3, 2022 – Jun 16, 2022 (initial S&P 500 decline)

Aug 16, 2022 – Sep 16, 2022 (recent S&P 500 decline)

Source: © Merk Investments, Bloomberg
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Key Data
US 2-Year Yield (grey), US Dollar, High Yield Spread, and Gasoline Price

Source: © Merk Investments, Bloomberg
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Analysis: Here is a summary of what I see as the most important market data right now. In mid August these trends started to diverge. Gasoline
prices have continued lower, but the dollar, 2yr yields, and high yield spreads started moving higher.
Bloomberg ®
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Generational Lows
S&P 500 Index and Generational Lows

Generational Low (2009)

Generational Low (1974)

Generational Low (1942)
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Analysis: In my assessment, the S&P 500 hit “generational lows” in 1942, 1974, and 2009.
Bloomberg ®
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Market Analogs off Generational Lows
2009 low S&P 500 (black), 1974 low S&P 500 (grey, and 1942 low S&P 500 (red) – all indexed to 100

Source: © Merk Investments, Bloomberg
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Analysis: Comparing the current secular bull market off the 2009 generational low to the secular bull markets off the 1942 and 1974 generational
lowsBloomberg
suggests
there
might be a ways to go in this one, on both the x and y axes—in terms of both time and price, but it won't be smooth. Near®
09/17/2022 11:44:11
27
term, the analogs are consistent with a recession and market decline around this time. Longer-term, they suggest about another 100% gain from
current levels. In other words, if we are in an ongoing secular bull market, the end of the decade upside target is around 8,000 on the S&P 500.
(This is not a forecast or investment advice)
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Market Performance
Dow Jones Industrial Average Percent Gain/Loss relative to its 10-Year Moving Average (black) and Average with +/- 1 and 2 Standard Deviations (grey)

Source: © Merk Investments, Bloomberg
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Analysis: The Dow Jones Industrial Average is the only market index that provides data for the run-up to the 1929 market top. At the peak, the
Bloomberg
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market
was® over
150%
above its 10-year moving average. Since the bull market started in 2009, the peak in market performance was 79%
above its 10-year moving average, which was right before the Q4 2018 correction. In other words, the bull market that started in 2009 never
reached the performance levels of the 1920s, the 1980s, or 1990s.
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S&P 500 Trailing and Forward 12-month P/E Ratios
S&P 500 Index Trailing 12-month Price/Earnings Ratio (black) and S&P 500 Index Forward estimated 12-month Price/Earnings Ratio (grey)

Source: © Merk Investments, Bloomberg
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Analysis: Both the forward and trailing P/E ratios have come down as S&P 500 earnings have grown following the Covid recession, and more
recently, the market has come down. For context: P/E ratios (both forward and trailing) tend to spike coming out of recessions. Forward P/E
Bloomberg
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38
spikes
as® forward
12-month
earnings estimates drop and the market prices-in a recovery further out. And trailing ratios spike as realized trailing
earnings drop. After post recession spikes, P/E ratios tend to come down as earnings grow faster than the market rises, lowering the multiple.
This happened dramatically between 1992-1994: earnings increased by 92% and the market rose by only 12% (dividends excluded). Over that
period, the trailing multiple (black) declined from 25x to 15x in a rising market.
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S&P 500 Price/Earnings Ratio vs U.S. 10yr Yield
U.S. Treasury 10yr Yield (inverted) and S&P 500 Price/Earnings Ratio

Linear regression formula: Y = -3.05X + 25.1
R-squared = 0.55

Source: © Merk Investments, Bloomberg
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Analysis: A US 10yr yield at 3.45% corresponds to a forward multiple of 14.6x (based on a linear regression analysis), which is about 15% lower
thanBloomberg
the current
multiple of 17.1x. Yields have increased dramatically in the past year, putting pressure on the forward multiple. Rising yields (and
®
09/17/2022 11:44:11
11
rising inflation expectations) generally warrant a decline in the P/E multiple.
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Risk Premia
Yield on Cash, Treasuries, Corporate Bonds, and Stocks

In the late 90s, stocks were
yielding less than corporate
bonds, Treasuries, and cash

Source: © Merk Investments, Bloomberg
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Analysis: Investment grade bond yields continue to compete with equity yields. But for now, stocks still yield more than corporate bonds, which
07:59:07bonds, which yield more than cash. To put this chart into the context of charts showing P/E ratios, the equity yield
3
yieldBloomberg
more®than09/19/2022
Treasury
shown above (the blue line) is the earnings-to-price yield, or E/P ratio, which is merely the inverse of the P/E ratio.
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S&P 500 Earnings
S&P 500 Index Trailing 12-month Earnings per Share (log scale with regression line +/- 1 & 2 Standard Deviations)

Source: © Merk Investments, Bloomberg
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Analysis: As far as the data goes back, earnings have consistently (with usual ups and downs) grown at a compound rate of around 6.3% per
year
(roughly 09/19/2022
matching
US (and more recently, global) nominal GDP growth). Earnings recessions occur from time to time, but earnings typically
Bloomberg ®
10:21:10
9
experience a “V” shaped recovery. The red regression line above can be thought of as a cyclically-adjusted trend EPS for the S&P 500. Right
now, cyclically adjusted earnings are about 170, which would suggest the market is trading at about 23 times cyclically adjusted earnings.
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S&P 500 Earnings Diagram (Profits Cycle)
Simplified Diagram of S&P 500 Index Trailing 12-month Earnings per Share (log scale with regression line +/- 1 & 2 Standard Deviations)
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Analysis: This is a simplified diagram of the previous chart. As noted, as far as the data goes back, earnings have consistently grown at a rate of
around 6.3% per year (roughly matching U.S. (and more recently, global) nominal GDP growth). Sometimes, a simplified model like this is a
Bloomberg ®
16:38:16
helpful
mental08/20/2021
abstraction.
If one is willing to extrapolate forward from history, the red line through middle of the trend channel can be thought18of
as a normalized earnings level (i.e., smoothed for the usual fluctuations of earnings recessions).
(This is not a forecast or investment advice.)
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S&P 500 Trend Earnings P/E
S&P 500 Index P/E Ratio based on Trend Earnings and historical average +/- 1 & 2 Standard Deviations

Source: © Merk Investments, Bloomberg
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Analysis: If we use cyclically adjusted trend S&P 500 earnings to calculate the P/E ratio, we get the above chart. This is essentially another way
of looking
“cyclically
Bloomberg ®at a09/19/2022
10:21:10 adjusted” P/E ratio (other than Professor Shiller’s approach). In my opinion, this better reflects actual valuations
1
compared to the trailing P/E ratio, the forward P/E ratio, or the CAPE ratio (which uses the trailing 10-year earnings average as the denominator).
If we look at the above chart, we can see that the multiple is about +1 standard deviations above the long-term average.
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Inverse Trend Nominal GDP Growth vs. P/E Multiple
Inverse of the 5yr moving average of nominal GDP growth potential (CBO est.) (grey) and S&P 500 Index Cyclically Adjusted Price/Earnings Ratio (black)

Boom/Bust
Bust/Boom

Currently overvalued
by 20%

Source: © Merk Investments, Bloomberg
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This framework clearly shows the overvaluation boom/bust from 1996 to 2002. And suggests that the equity market was perhaps undervalued from 2009 to 2020 (but not
anymore). Said differently, we might now be done with the part of the recent multiple expansion that can be justified by the fundamentals (similar to the idea that from 1982 to
Bloomberg ®
09/19/2022 10:24:10
2
1996 the multiple expansion was arguably justified, but not beyond that). Maybe stocks have been slowly climbing towards the estimated fair value on the backdrop of a lot of
fear (from the dotcom bust and GFC) and on “TINA” (there is no alternative). If accurate, this framework might suggest that the new normal P/E ratio is between 20- 25, rather
than 15—an idea linked to secular stagnation. As a side note, for any given multiple, returns in the market will equal the growth rate of earnings. And at an elevated multiple there
is always a risk of multiple contraction. (This is not a forecast or investment advice.)
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