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Please take a moment to read this important information.
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Before we get started, I would like to call your attention to our cautionary statements on 
the following slides. I will give you a moment to read it. It basically tells you that we are 
going to share opinions and estimates with you and that these should not be construed 
to be fact or any type of guarantee against market loss. 
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Daily volatility spiked late last year following five months of unusually low volatility.
The stock market is characterized by periodic busts of price volatility. 
Remember the basic axiom of investing in common stocks: over the long term investors 
earn the equity risk premium precisely because they expose themselves to price 
volatility, also known as risk.
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Two drivers underlie stocks’ long-term total return: earnings-driven stock price 
appreciation of +7.5% (the black line in this chart), plus +2.2% from reinvested dividends 
to equal the S&P 500’s total return (the red line in this chart).

This chart illustrates how, since the market bottom in March of 2009, stocks have spent 
the last nine years reverting to the long-term trend rate of appreciation that Prof. Jeremy 
Siegel documented in Stocks for the Long Run.
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Crises come and go as the stock market has risen throughout.



19

Another picture of the market’s long-term trend rate of appreciation.

Yardeni: Market Technicals > S&P 500 > S&P 500 and Growth Paths



Yardeni>Stock Market Fundamentals & Metrics>Profits>Profits and Dividend Trend Lines
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Earnings drive stock prices. If you took just one slide from this presentation, this would 
be the one that best illustrates how the stock market works. The black line (stock prices) 
rides the red line (corporate earnings) over time. Here you see the latest consensus 
2018 and 2019 earnings forecasts (left axis) plotted against the S&P 500 (right axis). 
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Applying a P/E ratio of 16X and 19X to S&P 500 historic earnings (solid red line) results in 
a close fit with much of the S&P 500 price index (black line).
Applying a P/E ratio of 16X and 19X to the latest consensus bottom-up S&P 500 earnings 
forecasts for 2018 and 2019 results in the dashed red lines. 
This is not a forecast or prediction.
It’s simply a calculation to illustrate a path that the S&P 500 could reasonably take given 
the current outlook for economic and earnings growth coupled with continued expected 
low inflation.
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Is 18.1X trailing earnings a reasonable S&P 500 P/E multiple in the current environment?
The stock market’s P/E ratio is a function of inflation and earnings growth expectations. 
It’s important to remember that the market’s P/E ratio in the 1970s and 1980s was 
extraordinarily impacted by the inflation spiral that peaked in 1980-81. It looks to me as 
though the market’s P/E ratio during benign inflation has centered on approximately 16-
19 times. 
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Regarding interest rates it is important to distinguish between short-term rates and long-
term bond yields. The differential between the two is the crucial measure when it comes 
to assessing the economic and market outlook. The red line in this chart represents the 
“yield curve” – the differential between short-term rates and long-term yields. When the 
differential has been large – when the yield curve has been steep – the economy grew 
robustly. Conversely, when the differential was small or negative – when the Fed has 
ratcheted short-term rates higher to converge with bond yields – the resulting flat or 
inverted yield curve has preceded recessions. 
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Quantitative easing (QE) was the process under which the Fed purchased bonds from 
banks thereby increasing banks’ cash deposits at the Fed. Banks’ deposits at the Federal 
Reserve (additions to the monetary base) may not result in increased M2 and may 
instead result in the growth of excess reserves, because the money is not required to be 
lent out by commercial banks, nor can households and businesses be forced to borrow.
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Because institutional investors can and do buy bonds globally wherever they can get the 
best yields, U.S. Treasury bond yields have mostly moved in synch with European bond 
yields. However, the spread between the two widened substantially beginning in 2013. 
At present, the ECB is pinning down the German bund yield with its quantitative easing 
program of bond-buying, whereas the Fed’s bond-buying terminated in October 2014. 
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The Phillips curve is a single-equation empirical model, named after William Phillips, 
describing a historical inverse relationship between rates of unemployment and 
corresponding rates of rises in wages that result within an economy. Stated simply, 
decreased unemployment, (i.e., increased levels of employment) in an economy will 
correlate with higher rates of wage rises.[1] Phillips did not himself state there was any 
relationship between employment and inflation, although this notion was subsequently 
made popular by Milton Friedman from 1967.[2]
While there is a short run tradeoff between unemployment and inflation, it has not 
been observed in the long run.[3] In 1968, Milton Friedman asserted that the Phillips 
curve was only applicable in the short-run and that in the long-run, inflationary policies 
will not decrease unemployment.[4][5] Friedman then correctly predicted that in 
the 1973–75 recession, both inflation and unemployment would increase.[5] The long-
run Phillips curve is now seen as a vertical line at the natural rate of unemployment, 
where the rate of inflation has no effect on unemployment.[6] In recent years[when?] the 
slope of the Phillips curve appears to have declined and there has been significant 
questioning of the usefulness of the Phillips curve in predicting inflation. Nonetheless, 
the Phillips curve remains the primary framework for understanding and forecasting 
inflation used in central banks.[7]

Wikipedia
5-17-18

40
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The ECI has been trending higher. 
Productivity gains can significantly offset wage and benefit inflation. Hence, you can see 
in this chart that measured core PCED inflation has consistently run under measured ECI 
wage and benefit inflation. Productivity gains are hard to predict quarter-to-quarter and, 
more broadly, economists have a tough time explaining precisely why productivity has 
trended higher and lower through the decades. 
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The Fed believes the PCED, not the CPI, is the more accurate measure because the 
basket of items on which it is based changes over time as a function of actual 
consumption as opposed to the fixed basket of goods on which the CPI is based.
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What are the longer term prospects for U.S. GDP growth? Is it true, as we sometimes 
hear, that future growth won’t hold a candle to the past? That our children and their 
children won’t have a standard of living comparable to ours? Demographics are key to 
the answer to these questions. While the first birth wave generation (broadly defined) is 
117 million strong, its children’s generation — the echo boomers — are 153 million in 
number. The leading edge of this generation is age 41. With each passing year, a greater 
number will be applying for jobs than the year before, offsetting an increasing number 
of boomer retirees. This is significant because by comparison to most of the other 
developed economies — Europe, Japan and increasingly China — the U.S. is in an 
enviable position. Growth in the working population drives gross domestic product 
(GDP) growth. The U.S. has this large echo boom population coming behind us — and 
they don’t. This fact is one reason why the U.S. will likely continue to be a magnet 
attracting foreign investment capital. And the echo boomers are the reason to expect 
continued recovery in demand for new housing and autos.
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The big picture significance of this chart is that the LEI has historically rolled over very 
definitively prior to recession. 
There’s no suggestion of that kind of pattern at present.
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The big picture takeaway here is that the ISM manufacturing PMI has historically 
slumped to a reading under 50 as the economy slides into recession. Also, note the 
historic volatility of manufacturing momentum within the (grey) periods of economic 
(GDP) expansion, suggesting that the index has also slipped well below 50 even as the 
economy has not slipped into recession.
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While this index has only limited history, because its calculation methodology is the 
same as for the manufacturing index one might reasonably assume that the ISM non-
manufacturing PMI would substantially slump from its present level to a reading under 
50 well before the onset of recession. 
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Consumer sentiment is at a healthy level suggesting consumers are apt to spend money 
at a healthy clip.
On the other hand, importantly, consumer sentiment is not registering Main Street 
exuberance to the degree seen at the peak of the stock market’s “irrational exuberance” 
peak in the late 1990s and 2000. 
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Disposable personal income is what’s left of personal income (previous chart) after 
taxes.
Disposable personal income has been in recovery for ten years.  
Because personal spending accounts for 70% of GDP, the rate of change in personal 
spending is key to the rate of change in GDP. Personal income drives spending. 
During the 2008-09 recession, personal savings surged from the boom-time-spending 
pre-recession lows around 3% to new, much higher levels. 
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The Federal Reserve’s financial obligation ratio measures consumers’ fixed expenses 
compared to disposable income. This is a good all-in measure of the extent to which 
consumer debt (mortgages, credit cards, car loans, etc.) drags on all other consumer 
spending. It has fully recovered and, at 15%, means that households have 85% of after-
tax income with which to make all other monthly purchases, including discretionary 
spending. 
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Q3 2019 GDP growth was reported as +9% measured as the change from Q2 2019 at an 
annualized rate. Measured as the year-over-year change from Q3 2018 to Q3 2019, Q3 
2019 GDP growth also measured +2.0% -- less than the post-recession ten-year +2.32% 
CAGR.

84



85

The U.S. economy has been running at its full calculated potential given the limits of 
productivity gains and growth in the labor force, both of which have been declining.
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The U.S. economy has been running at its full calculated potential given the limits of 
productivity gains and growth in the labor force, both of which have been declining.
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These labor force data are what lie behind the actual and projected GDP growth figures 
presented in the previous slide. 
Note the substantial slowdown expected in the decade ahead as the U.S. approaches 
the Boomers’ peak retirement years.
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The other key driver of GDP growth, growth in productivity, has also slowed over the 
post-WWII period, but not nearly so much as the labor force. Going forward, the CBO is 
using an estimated sustainable productivity growth rate of +1.9% in its 10-year GDP 
growth forecast. 
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New job formation has been typical of economic expansion periods. 
The unemployment rate has recovered from recession highs of 10% to post-recession 
lows. 
As the unemployment rate sinks further it will be difficult for new job formation to 
remain at current levels as companies will find it increasingly difficult to fill vacant slots. 
For an illustration, see 2007.
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Notes from BLS:
The Current Employment Statistics (CES) program produces nonfarm employment series for all employees 
(AE), production and nonsupervisory employees (PE), and women employees (WE). For AE and PE, CES 
also produces average hourly earnings (AHE), average weekly hours (AWH), and, in manufacturing 
industries only, average weekly overtime hours (AWOH). 
Concurrent with the release of January 2010 data, the CES program began publishing all employee hours 
and earnings as official BLS series. These series were developed to measure the AHE and AWH of all 
nonfarm private sector employees and the AWOH of all manufacturing employees. AE hours and earnings 
were first released as experimental series in April 2007, and included national level estimates at a total 
private sector level and limited industry detail. 
Historically, the CES program has published average hours and earnings series for production employees 
in the goods-producing industries and for non-supervisory employees in the service-providing industries. 
These employees account for about 82 percent of total private nonfarm employment. The AE hours and 
earnings series are more comprehensive in coverage, covering 100 percent of all paid employees in the 
private sector, thereby providing improved information for analyzing economic trends and for 
constructing other major economic indicators, including nonfarm productivity and personal income. 
AE average hours and earnings data are derived from reports of hours and payrolls for all employees. PE 
average hours and earnings data are derived from reports of production and related employees in 
manufacturing and mining and logging, construction employees in construction, and nonsupervisory 
employees in private service-providing industries.
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This slide shows the Congressional Budget Office’s August 2019 federal revenue and 
spending projections as a percent of GDP.
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The U.S. has one of the lowest total tax burdens among the 34 OECD countries.
The U.S.’s comparatively low tax burden allows some flexibility in solving its long-term 
entitlement spending problem.
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Two observations:
1) Real household income declined during and post-recession. 
2) Over the 50 years illustrated here, mean income has grown faster than median 

income, which is a reflection of the flattening and rightward shift in the household 
income distribution.  See next chart.
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In constant dollars, the distribution of income by income bracket has 1) broadened out, 
and 2) shifted gradually right over the past 40 years. 
Demise, of the middle class? I don’t see it in this chart.
Less equal income distribution? Here’s how I’d interpret the data: compared to 1977 
there are a lot fewer households (percentage) making $50K-$75K and lower because 
there are a lot more making $100K-$150K and higher. There are also many fewer 
(percentage) sub-$50K.  Remember, these are constant dollars, meaning adjusted for the 
effects of inflation.
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Wall Street spends a great deal of time and money trying to forecast relative 
performance among sectors, styles, markets and even asset classes.
In December of every year Barron’s publishes its survey of the 10 top Wall Street 
strategists’ picks vs. pans among the S&P 500’s 11 sectors.
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Wall Street strategists have been hit-and-miss with their year-ahead stock market 
forecasts.
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Here’s a $64 question. Going into 2019, how should we decide what goes into our 
investment portfolios? Should we listen to the “experts” like Cramer on CNBC and 
attempt to pick individual stocks? Should we listen to the big Wall Street firms’ 
strategists with their tactical asset allocation picks and pans? 
Here are their sector picks and pans for 2019.
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This chart shows a compilation of all beginning-of-year sector picks minus pans vs. 
actual end-of-year sector returns for the 11 years 2007-2017 – every year since Barron’s
began taking this survey of strategists’ picks and pans. If the strategists surveyed, 
collectively, were able to systematically give valuable sector picking advice, then these 
data points would lie approximately along the indicated 45 degree angle: sectors with 
high net picks would perform relatively highly and sectors with negative net picks would 
perform relatively negatively. As is evident, however, the data point scatter shot looks 
pretty random.  The strategists’ picks have been no better than throwing darts.

Is it fair to grade all Wall Street strategists using aggregate numbers from a small, 10-
member subset of strategists? First, as to the aggregate numbers question one might 
ask whether there were, or are, any individuals among the 10 strategists surveyed by 
Barron’s who have consistently given valuable sector-picking advice. The answer is no, 
there is no evidence of that in the data. There is no single strategist who I can see made 
consistently winning sector calls. Second, do these 10 strategists fairly represent all of 
the parade of experts making sector, style, market-cap, market and even asset class calls 
in the media? There is no broad data set that I can use to answer that question 
empirically. However, I’m not aware of any strategist or money manager who can 
consistently do any better than this group of 10 representing the highest profile firms, 
both buy side and sell side.

And while we’re at it, here is a catalogue of some other horrible tactical asset allocation 



advice from high profile investment professionals whom the media like to fawn all over. 

In 2002, with the DJIA at 7600, Bill Gross of Pimco predicted the index was headed to 
5000. Instead, the DJIA lifted off and promptly doubled to 14000. 
In 2011, Bill Gross, among many others, broadcast his very high level of conviction that 
bond yields would rise with the end of QE2. So, the advice was to sell bonds and buy 
“dividend-paying stocks.” That was exactly wrong. Bond yields plummeted with QE3.
In July, 2012, Bill Gross wrote that stocks are a dead, they are a Ponzi scheme and their 
returns have no bearing on reality. From the date of that sermon the S&P 500 has gained 
+75%.
Ray Dalio of Bridgewater Associates said, in December 2012, the economy was running 
out of steam and stocks have little or no room to grow. Marc Faber was a big bear. The 
great Harry Dent predicted a collapse in both stocks and real estate in 2013.
In 2013 the great Jim Rogers told us to buy commodities and sell stocks, calling for 
inflation and depression. Doug Kass, a regular on Larry Kudlow’s CNBC show, wrote in 
February that “I am as bearish on stocks as I have been in some time.”
2014 was supposed to have been “a stock picker’s year.” In fact, only 13% of large-cap 
managers managed to beat the S&P 500.
In 2015, the energy sector had more picks than pans – and was a disaster. Financials and 
industrials, also favored, both trailed the S&P 500 index. But, the strategists were neutral 
or negative on the two top performing sectors, consumer discretionary and health care.
In 2016, all but one (a total of 5) of the strategists’ unfavored sectors beat the S&P 500. 
In August, 2016, Jeff Gundlach said “sell everything and Barron’s reported that he, in 
addition to George Soros, Carl Icahn, Stan Druckenmiller and Bill Gross were all negative 
on stocks.

And so on. 
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In other words, for a manager to “add alpha” he must consistently over time generate 
returns in excess of the S&P 500 index (if that’s his benchmark).
In reality, measured over the universe of all active managers, this is impossible.
The difficulty of actually being able to consistently “generate alpha” is what put John 
Bogle and Vanguard, and all of the index ETFs, in business.
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Yet investors are exposed to so much bad advice from the high-profile “experts” they 
might see on television and elsewhere. Here’s an example from CNBC’s Herb Greenberg 
on October 10, 2011: “Investing the old fashioned way is dead. … It’s almost exclusively 
a trader’s market.” What nonsense – yet, taken literally this type of chatter could very 
easily have the effect of keeping those of us who need to be saving and investing for 
retirement out of stocks for the long run … a huge mistake.
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The term asset allocation is our industry’s shorthand to describe the application of 
modern portfolio theory — diversify, optimize, rebalance. If getting this job done 
properly across a broad book of clients turns out to be too big of a job, then use an asset 
allocation fund — wherein you’re simply paying the manager to diversify, optimize and 
rebalance. 
The tactical asset allocation ideas that investors frequently hear from Wall Street 
“experts” have sometimes proved poor advice. In 2006, for example, the most favored 
recommendation among Wall Street strategists was that large-cap growth would 
outperform, led by the information technology and health care sectors. These turned 
out to be the laggards. In 2007, a similar story. In 2008, information technology missed 
again, while health care was one of the better performing sectors. Their calls in 2009 
and 2010 were, again, substantially misguided.
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In my opinion, there’s no magic in the precise percentages to be allocated to stocks vs. 
bonds vs real estate and commodities. On the other hand, a significant allocation to 
stocks for the long run is crucial in order to achieve results that have a good chance of 
substantially beating inflation. For the sake of illustration, let’s simply allocate equal 
shares to 7 asset classes and see how this globally diversified balanced portfolio would 
have performed since 1970, assuming annual rebalancing. See next page. 
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Here you see a clear illustration of how Modern Portfolio Theory has delivered the 
goods. A long-term portfolio return comparable to each of these individual asset classes 
– with substantially less risk.
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