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A Mild Recession and S&P 4,500

Very early this year our economics team got a pleasant
surprise: Consensus Economics, which collects forecasts from
roughly 200 economists around the world, rated us the most
accurate forecasters of the United States for 2022, based on our
forecasts for GDP and CPI. Unfortunately, we don’t expect a
repeat award for 2023.

For 2022, we saw inflation and continued moderate growth.
We were right. This past year, in 2023, we anticipated economic
weakness late in the year, and put our S&P 500 target at 3,900.
Instead, the economy remained resilient and stocks rallied much
more than we thought. As we said a year ago: “if it turns out that
Chairman Powell and the Federal Reserve have engineered a soft
landing — no recession in 2023 and with the market ending 2023
confident of not having a recession in 2024 — then stocks should
rally substantially in 2023 and easily beat our S&P 500 target of
3,900.” Today, that’s what most stock market investors are
thinking: a soft landing has been achieved and they should
therefore be optimistic about the future.

But we don’t think the economy is out of the woods yet.
The consensus among economists is now that the economy will
continue to grow in 2024, with a soft landing and no recession.
We think that’s too bullish and see a mild recession with a -0.5%
real GDP print on the way for 2024.

The yield curve has been inverted for more than a year and
is likely to remain so well into 2024 and the M2 measure of the
money supply is down 3.3% from a year ago, while commercial
& industrial loans have also declined. Commercial construction
has been temporarily and artificially supported by government
subsidies in the past couple of years and should soon start
faltering. Payrolls have grown very fast in the past year even
with an unusually low unemployment rate, suggesting that
businesses have over-hired.

Meanwhile, consumer spending looks set to slow.
Government payouts, rent and student loan moratoriums, and
temporary tax cuts during COVID led to bloated overall savings
for many consumers. In turn, they could relax in 2022-23 and
save a smaller part of their ongoing earnings than they normally
would. But the artificial boost from these government actions is
likely to finally run out in 2024, which suggests to us consumer
spending will moderate significantly in 2024.

It's also important to realize how much the federal budget
deficit expanded last year. The official deficit was about $1.7
trillion in FY 2023 but would have been $2.0 trillion if it hadn’t
been for the Supreme Court striking down much of President
Biden’s plan to forgive student loans. But that Court decision
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didn’t change the government’s cash flow; the Education
Department just wrote up the value of its loan portfolio. In other
words, the underlying cash flow situation for the federal
government was no different than if we had run a deficit of $2.0
trillion, or about 7.4% of GDP. For last year, in FY 2022,
excluding the student loan scoring, the deficit was about 4.0% of
GDP. That’s a huge one-year spike in the deficit, which
temporarily lifted spending.

But this won’t continue. The budget deficit won’t grow
again in 2024, given the rally in stocks in 2023, big tax payments
are likely due, which takes away this temporary stimulus.

What will happen to inflation? We think it keeps heading
down in 2024 and may even finish the year at, or perhaps even
temporarily below, the Federal Reserve’s 2.0% target. However,
if we do hit 2.0% don’t expect to stay there for long. The Fed is
likely to cut rates about as aggressively as the futures market now
projects, about 150 basis points in 2024. And, unless the money
supply keeps falling, inflation is likely to move back up in 2025
(and beyond); above the Fed’s 2.0% target.

What does this mean for stocks? The good news for stocks
is that if the economy is weaker than expected and inflation keeps
heading down, long-term interest rates will tend to decline, as
well. That’s important because our Capitalized Profits Model
takes nationwide profits from the GDP report and discounts them
by the 10-year US Treasury yield, to calculate fair value.

If we use a 10-year Treasury yield of 3.50% the model says
the S&P 500 is fairly valued, with current profits, at about 4,450.
In other words, for the first time in many years, the US stock
market is very close to fair value. And, the path of both profits
and 10-year Treasury yields, in the next year, is uncertain.

We expect profits to be weaker than the consensus expects
in 2024, and with Fed rate cuts of 150 basis points, the 10-year
to end the year around 3.5%. Putting this all together, including
the fact that the S&P 500 closed on Friday at 4,754, we think it
finishes 2024 at 4,500, or lower.

Remember, this is not a trading model, and it doesn’t mean
investors should run out and sell all their stocks, it just means
investors need to be selective. The past few years have been the
most difficult time to forecast in our careers. The US economy
has never gone through COVID lockdowns before, plus a
reopening, along with such massive peacetime fiscal and
monetary stimulus. We understand many think we can do all this
with little, or no, significant impact on the economy. We don’t
believe this conventional wisdom. 2024 will be a tough year.
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