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Executive Summary: The S&P 500 breached bear market territory yesterday, and this week’s
economic releases could drive the index deeper into bear terrain by highlighting the persistence of the
inflation problem. ... Bear markets nearly always are accompanied by recessions. But while we did
recently raise our odds of recession to 45%, we’re still not in the recession camp; notably, analysts’
earnings expectations are still rising to record-high levels. Our higher recession odds combined with
the unfolding bear market have lowered our sights for the S&P 500’s valuation multiple and price
index for the rest of 2022 and for 2023.

Strategy I: Equities in Bear Territory. Yesterday, the S&P 500’s correction turned into an
outright bear market. The index peaked at a record 4796.56 on January 3. It had been down
between 10%-20% since April 22 until yesterday, when it closed down 21.8% from its
record high.

The correction started on expectations that the Fed would be tightening monetary policy this
year in an effort to bring inflation down. There was a growing recognition that unlike the
previous 72 short-lived panic attacks (which included five corrections and the lockdown
selloff) that occurred during the bull market—which started on March 9, 2009 and ended on
January 3, 2022—this time is different (Fig. 7). The major difference is that the Fed Put is
kaput. The Fed has no choice now but to tighten monetary policy given the persistence of
inflation.

Nevertheless, investors also expected that inflation might show some signs of peaking by
the middle of the year, which would moderate the Fed'’s tightening cycle and reduce the risk
of a recession. We did too. There were a few signs of that happening in April’'s CPI report,
released on May 11. But hopes for a clear inflation peak were dashed on Friday with the
release of May’s CPI report. As a result, investors concluded that the Fed would have to
tighten more aggressively, thus increasing the odds of a recession. On Friday, the S&P 500
closed down 18.7% from its record high. On Monday, it closed down 21.8% from that peak.

Yesterday, we raised our odds of a mild recession from 40% to 45%, which is partly why we
didn’t change our forecast that inflation will moderate during the second half of this year—
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i.e., a recession would help to moderate it.

The two-year US Treasury yield jumped 23bps on Friday to 3.06% (Fig. 2). Yesterday, it
rose another 34bps to 3.40%. The 12-month-forward federal funds rate (FFR) futures
jumped to 3.34% on Friday. Both have exceeded their 2018 peaks. Both tend to be year-
ahead leading indicators for the FFR, which remains at only 0.88%.

It won’t remain there for long. The FOMC is widely expected tomorrow to raise the FFR
range by 75bps from 0.75%-1.00% currently to 1.50%-1.75%. At his post-meeting press
conference tomorrow, Fed Chair Jerome Powell is likely to be more hawkish than usual and
indicate that similarly sized hikes following the FOMC’s next two meetings, in July and
September, could take the range up to 2.25%-2.50% next month and then to 3.00%-3.25%
in September, in line with the predictions of both the two-year Treasury bond yield and the
12-month futures rate. Powell may have no choice but to show his inner Volcker.

This week’s economic calendar is likely to bring plenty of news that could push the S&P 500
deeper into bear market territory:

(1) Inflation. May’s PP will be out today. It was up 11.0% y/y during April (Fig. 3). Like
May’s CPI, it is likely to show that rising energy costs are spreading to lots of other prices.
Also coming today, the national survey of small business owners, conducted by the National
Federation of Independent Business, will include data on the percentage of them raising
their prices last month. The same goes for June’s business surveys conducted by the
Federal Reserve Banks of New York and Philadelphia, which will be released on
Wednesday and Thursday, respectively. All these business surveys are likely to confirm that
inflation remains a pesky and persistent problem.

(2) Regional business activity. There are five regional surveys conducted by five of the 12
Federal Reserve district banks coming out this month for June, and the average of their
composite indexes tends to closely track the yearly percent change in the S&P 500, which
is now down 11.9% as of Monday’s close (Fig. 4). The average of the five regional
composite indexes was -0.5% during May and is likely to be more negative in June given
the S&P 500’s performance.

(3) Consumers. May’s retail sales report on Wednesday should be weak on an inflation-
adjusted basis, especially if consumers are spending less on goods and more on services,
as widely believed. While the report may heighten recession fears, Debbie and | believe that
consumers actually might continue to keep the economy growing for a while longer.
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Granted, they’ve been forced to spend more on gasoline and food. These essentials
accounted for 16.7% of disposable personal income (DPI) during April, the highest since
early 2014 (Fig. 5). However, to deal with the rapid increases in the prices of gas and
groceries, consumers have reduced personal saving as a percentage of DPI to 4.4%, the
lowest since late 2008 (Fig. 6).

We estimate that consumers accumulated about $1.0 trillion of excess saving since the
lockdown recession of 2020. Over the past 24 months, personal saving totaled $2.3 trillion,
exceeding the pre-pandemic trend of this series by roughly $1.0 trillion. Much of that was
“free” money deposited in consumers’ bank accounts by Uncle Sam. Now we are all paying
the price for all that free money with rapidly rising inflation, which is eroding inflation-
adjusted DPI and forcing consumers to spend less to maintain their spending.

(4) Housing and production. Mortgage applications on Wednesday will likely continue to fall.
However, Thursday’s housing starts might surprise on the upside if builders are scrambling
to develop more multi-family rental properties in response to soaring rents (Fig. 7). Multi-
family building permits jumped 11.2% during the two months through March and were little
changed in April.

On Friday, May’s industrial production should be up modestly, while the month’s Index of
Leading Economic Indicators (LEI) is likely to be relatively weak. Among the weakest of the
10 components of the LEl is likely to be the S&P 500 as well as the average of the
expectations components of the Consumer Sentiment Index and the Consumer Confidence
Index (Fig. 8). Both will be even weaker in June’s LEI, which will be released next month.

Strategy Il: Bear Markets, Recessions & Earnings. Bear markets almost always have
been associated with recessions (Fig. 9 and Fig. 10). The one exception was the S&P 500’s
bear market in late 1987, when the index dropped 33.5%. It didn'’t last very long (only 101
days) because there was no recession (Fig. 171). The S&P 500’s forward earnings per share
continued to grow back then, but its forward P/E dropped from 14.8 during August to 10.5
during December (Fig. 12 and Fig. 13).

During the current bear market, the S&P 500’s forward earnings has continued to rise in
record-high territory—and so have analysts’ consensus expectations for 2022 and 2023
(Fig. 14). However, the forward P/E was much higher on January 3 of this year, at 21.5,
than it was just before the 1987 bear market (Fig. 15). Now it is down to 15.7 as of
Monday'’s close, which is still above the 15.0 level that is widely deemed to represent fair
value during economic expansions. During the recessions since 1935, both the four-quarter
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trailing P/E and the forward P/E have fallen well below 15.0.

In a recession scenario, there would be more downside in the current bear market as the
forward P/E continues to fall along with analysts’ earnings projections. Currently, industry
analysts are projecting that S&P 500 earnings per share will grow 10.7% this year and 9.5%
next year to $229.35 and $251.79 (Fig. 16).

We aren’t in the recession camp, yet. We did increase our odds of a recession from 30% to
40% earlier this year, and to 45% on Monday in response the May’s CPI shocker. This
revised assessment has prompted us to change our target ranges for the S&P 500’s
forward P/E and price level this year:

(1) Annual earnings outlook. We continue to project S&P 500 earnings per share of $225
this year and $240 next year (Fig. 17). Our growth rates of 7.9% and 6.7% are below the
analysts’ current expectations, but they are still positive ones. If we conclude that a
recession is the most likely scenario, we will have to lower our estimates. If a recession
occurs, we won'’t be the only ones with negative earnings growth projections.

(2) Forward earnings outlook. We are still projecting that forward earnings will rise from
$238.53 per share currently to $255.00 at the end of this year and $275.00 at the end of
next year (Fig. 18). The former would match analysts’ consensus expectations for 2023,
and the latter their expectations for 2024 (since forward earnings are the time-weighted
average of analysts’ consensus forecasts for this year and next, at year-ends they match
analysts’ expectations for the upcoming year). In a mild recession scenario, those numbers
would probably be closer to $200 to $220.

(3) Forward P/E outlook. We are lowering our target forward P/E ranges from 15.0-17.0 to
13.0-16.0 for this year, and from 16.0-18.0 to 15.0-17.0 for next year (Fig. 19).

(4) S&P 500 outlook. Multiplying our outlook for forward earnings by those forward P/E
ranges yields the following S&P 500 stock price target ranges, with the lower ones more
likely to precede the higher ones in both years: 3315-4080 (down from our previous
estimates of 3825-4335) for 2022 and 4125-4675 (down from 4400-4950) for 2023 (Fig. 20).

In other words, it’s possible that the S&P 500 will retest its pre-pandemic record high of
3380.16 of February 12, 2020. It’s less likely that the S&P 500 will be at a new record high
in 2023, as we had been projecting, but it could get close to there by the end of next year.


https://d13h9q04.na1.hubspotlinks.com/Ctc/5E+113/d13h9Q04/VWGVtZ4QYZjBW3jFr_L5D3-5WW7FnbcL4Lg5t2N7MjfxD3q8_QV1-WJV7CgVYTVf9D7082hTcPVhSnvW8mt2lrW8tT-B5181qZqW3yBWfP7FF05yW3-jS364YZw3fW8GKMy-5jbXLXVR4Vz-3gCH4CW9dg8-75fTQl4N5fknGDnVRdJW2Rw4vk6cWHyXN1HD-VdWYy4sW1lhPJ47XX_-HW82p64H2SjgkPW5NRxCF73TG5VW6LV8d54qn7wyVM-QQ48cbQgCW5R5t7k2nbvbzW3y7DvR2CYr_CW5W0yfp5M_C5FW9fV3kH8Dk0yCW5lmDc_7hYbq9V5ZYCN8cJYGw3pzM1
https://d13h9q04.na1.hubspotlinks.com/Ctc/5E+113/d13h9Q04/VWGVtZ4QYZjBW3jFr_L5D3-5WW7FnbcL4Lg5t2N7MjfxD3q8_QV1-WJV7CgZqKW212Vqs9bRL2NW5z18Fh6QDBP_W6CbDhS5X4-7BW3TVRzB3xZhnvN3x8fFt1LFVBW4HLPhf1S9B5cW5YLQPC2p5jswN4Jk6kSb2swhN19XCWG24SjgW1xcqb425GhrYW5G8kK-3rfXJDW1-6Xf04Q5f1QW17yHKZ5wLlW6W8bzrYD4mDR52VlsvRl2BCBQkVjwMvr4qJCXnN57Kwr1dxlVQW2Y2FcZ8RZQMVW3s38dW1jrxjNW1v6Y6s14Skm-W4vDC8L5jcs-DN4bwB1h7J4hx326q1
https://d13h9q04.na1.hubspotlinks.com/Ctc/5E+113/d13h9Q04/VWGVtZ4QYZjBW3jFr_L5D3-5WW7FnbcL4Lg5t2N7MjfxD3q8_QV1-WJV7Cg-RTW2_3Ppt9cRhqbW7MkCN38lhK2KW4ytjQr7njMrCN3Vv3cRCFW7VW1lGCdM6yLNZMW80S8DY8S06HkW8PzMn98v-sC1W6_W0hM71q6lHW4dYp5Z16CSKxW6c5RPC4Z-ZDsW42ZqGz43ycfNW39z7Hw243x38VsrPQK1cGLz0W4VT3Cn66dfDNW6vfL3s4zP5y4W6JZbj95sN3rxW5QRCqj744wxLW4f8L9G3h2-zPW1PVxld589DhkW4B9vWq1vFVL1W71jkK530ChT5F1Vmzxqmdw53czb1
https://d13h9q04.na1.hubspotlinks.com/Ctc/5E+113/d13h9Q04/VWGVtZ4QYZjBW3jFr_L5D3-5WW7FnbcL4Lg5t2N7MjfxD3q8_QV1-WJV7CgN6RW756ZJV3S_M6WN1vRHrlW4BxPW5yP38y3_SW8bW3mTsKW5kZnCQVW_r6441tdSRW4HQ1Fj36c9hrW495XWD7NYxtnW5cwfw85PBVLtW62hZmL8R55CrW2Xgc0w85bSwPVP0bLq18PYn9W7nVzLr2pNZgPW30WBDt4s66x0W3k-XsB1WwW1FW4l74ws5mJV38W40s7tt2Rpjw5W3z6pfs8qTTCHW6Q248d3WgGTkV56rrn1VFMHsVg8cBX8D8hCNW3DKK8Y4sCbhXW7TTBNN6p2XJN3cYv1
https://d13h9q04.na1.hubspotlinks.com/Ctc/5E+113/d13h9Q04/VWGVtZ4QYZjBW3jFr_L5D3-5WW7FnbcL4Lg5t2N7MjfxD3q8_QV1-WJV7CgFRGN3CSGTGpBvSBW5dkN-r2WQ7M_W7wG_WX4XFwQgN7F3gRpRcKNFVSqX1w9ccgRRW6bDwQp2JS85yW8XM4Yf21Vw7HW2JTT8t3fN5FFW1_H2y15B_4HDW6b592d3gHQsTW6rJ7YK8nmdbwW7VW1_p7bY7t1W2L-c0g5sF_91W2LbdTC9jNWyBW7lHpnf3bdM-xW15L_dF6pb93PW7VpFl75_x6xsN4qKt0xbzQsDW5h0MG-8Ym9XsW8hVZD_1V102WW1g3xF856v1lyW11XFTC7TVdps34Lf1

Calendars

US: Tues: NFIB Small Business Optimism; Headline & Core PPI 0.8%m/m/10.9%yly &
0.6%yY/y/8.6%yly; APl Weekly Crude Oil Inventories; OPEC Monthly Report. Wed: Retail
Sales Headline, Core, and Control 0.2%/0.8%/0.5%; Empire State Manufacturing Index 3.0;
Import & Export Prices 1.1%/1.3%; Business Inventories 1.2%; NAHB Housing Market
Index 68; MBA Mortgage Applications; Crude Oil Inventories -1.92m; Gasoline Production;
IEA Monthly Report; Fed Interest Rate Decision 1.50%; FOMC Projections; FOMC Press
Conference. (Bloomberg estimates)

Global: Tues: Germany CPI 0.8%m/m/7.9%yly; Germany ZEW Economic Sentiment -31.0;
UK Average Earnings Including & Excluding Bonus 7.6%/4.0%; UK Claimant Count Change
-42.5k; UK Employment Change 3m/3m & Unemployment Rate 103k/3.6%; Canada
Manufacturing Sales 1.6%; Japan Industrial Production & Capacity Utilization; Japan Core
Machinery Orders -1.5%m/mm/5.3%y/y; China Industrial Production -0.5%y/y; China Retail
Sales -7.3%yly; China Fixed Assessment 6.0%yY/y; Mauderer. Wed: Eurozone Industrial
Production 0.5%m/m/-1.1%yl/y; Eurozone Trade Balance; Germany WPI; Canada Housing
Starts 252.6k; Japan Exports & Imports 16.4%/43.6% yl/y; Australia Unemployment &
Participation Rates 3.8%/66.4%; Australia Employment Change 25k; RBA Bulletin; Lagarde;
Panetta; Nagel. (Bloomberg estimates)

Strategy Indicators

S&P 500/400/600 Forward Earnings (/ink): All three of these indexes had forward earnings
at a record high last week. LargeCap’s was at a record high for a second week after
dropping a week earlier for the second time in four weeks. Its latest declines were
attributable to Q1 earnings misses and lowered future guidance for Walmart and Amazon.
MidCap’s was at a record high for a 27th straight week. SmallCap’s rose for the 12th time in
13 weeks, and was at a record high for a seventh week. In what has shaped up to be an
extraordinary V-shaped recovery, LargeCap’s forward earnings has risen during 101 of the
past 107 weeks, with the down weeks due to Tesla’s addition to the index in December
2020, Amazon’s earnings misses for Q1-2022 and Q2-2021, Walmart’s Q1-2022 miss, and
index changes last September and December. MidCap’s forward earnings is up in 102 of
the past 105 weeks, and SmallCap’s posted 97 gains in the past 106 weeks. SmallCap had
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been steadily making new highs each week until mid-December, but then dropped 1.4%
below its record by early March. Forward earnings for these indexes had been on an
uptrend from November 2019 until February 2020, before tumbling to a bottom by June
2020 due to the Covid-19 economic shutdown. LargeCap’s forward earnings has risen
69.7% from its lowest level since August 2017; MidCap’s is now up 141.4% from its lowest
level since May 2015; and SmallCap’s has soared 202.5% from its lowest point since
August 2013. In the latest week, the 19.4% yearly rate of change in LargeCap’s forward
earnings remained above its 13-month low of 19.0% at the end of May; that’s down from a
record-high 42.2% at the end of July 2021 and up from -19.3% in May 2020, which was the
lowest since October 2009. The yearly rate of change in MidCap’s forward earnings
dropped to a 14-month low of 34.0% y/y from 34.3% a week earlier. That’'s down from a
record high of 78.8% at the end of May and compares to a record low of -32.7% in May
2020. SmallCap’s rate ticked down to a 14-month low of 34.7% y/y from 34.9%. It's down
from a record high of 124.2% in June 2021 and up from a record low of -41.5% in June
2020. Companies have been beating consensus estimates quite handily since the Q2-2020
earnings season, causing analysts’ consensus earnings forecasts for 2021 to 2023 to
improve instead of decline as is typical. Here are the latest consensus earnings growth
rates for 2022 and 2023: LargeCap (10.2%, 9.8%), MidCap (15.7, 5.7), and SmallCap (13.9,
11.6).

S&P 500/400/600 Valuation (link): Valuations fell sharply for these three indexes last week.
LargeCap’s forward P/E dropped 0.9pts to a 26-month low of 16.3 from 17.2. That’'s down
from a six-month high of 21.5 in early November. LargeCap’s forward P/E also compares to
a 19-year high of 22.7 in January 2021 and is up from 13.3 in March 2020, which was the
lowest since March 2013. MidCap’s fell 0.6pts to a 27-month low of 12.0 from 12.6. That’s
down from a 13-week high of 17.1 in early November. It had been at a record high of 22.9 in
June 2020 and an 11-year low of 10.7 in March 2020. SmallCap’s dropped 0.6pts to 11.7
from 12.3 a week earlier, but remains above its 26-month low of 11.6 the week before that
and is down from a 13-week high of 16.1 in early November. That compares to its record
high of 26.7 in early June 2020, when forward earnings was depressed, and an 11-year low
of 11.1 during March 2020. LargeCap’s forward P/E in February 2020—before Covid-19
decimated forward earnings—was 18.9, the highest level since June 2002. Of course, that
high was still well below the tech-bubble record high of 25.7 in July 1999. Last week’s level
compares to the post-Lehman-meltdown P/E of 9.3 in October 2008. MidCap’s P/E was
below LargeCap’s P/E yet again last week, as it has been for most of the time since August
2018. In contrast, it was last solidly above LargeCap’s from April 2009 to August 2017;
MidCap’s current 26% discount to LargeCap is near its biggest since September 2000.
SmallCap’s P/E was below LargeCap’s for a 95th week. That’s the longest stretch at a
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discount since 1999-2002; SmallCap’s current 28% reading is near its biggest discount
since February 2001. SmallCap’s P/E had been mostly above LargeCap’s since 2003.
Looking at SmallCap’s P/E relative to MidCap’s, it was at a discount for a 52nd straight
week; the current 6% discount is up from a 9% discount in December but remains near its
lows during 2000-01.

S&P 500 Sectors Quarterly Earnings Outlook (/ink): Since the Q3-2020 earnings season,
analysts as a whole have been raising their consensus forecasts for future quarters instead
of lowering them as is the norm through the earnings warnings seasons. That six-quarter
streak of positive revisions throughout the quarter officially ended with Q1-2022. In the
latest week, the Q2-2022 earnings-per-share forecast rose 4 cents w/w to $55.37 and is
now down 1.0% from its $55.92 forecast at the start of the quarter. Analysts expect S&P
500 earnings growth to weaken substantially to 5.0% y/y on a frozen actual basis and 5.4%
on a pro forma basis. That’s down from Q1-2022’s 11.8% y/y on a frozen actual basis and
an 11.3% y/y gain on a pro forma basis. Double-digit growth is expected for just three
sectors in Q2-2022, and five are expected to record a y/y decline. That compares to Q1-
2022’s count of seven sectors with double-digit growth, one with a single-digit gain, and
three with a y/y decline. Here are the S&P 500 sectors’ latest earnings growth rates for Q2-
2022 versus their Q1-2022 growth rates: Energy (209.9% in Q2-2022 versus 268.8% in Q1-
2022), Industrials (30.5, 40.3), Materials (18.4, 46.2), S&P 500 (5.4, 11.3), Real Estate (3.9,
25.7), Health Care (2.7, 18.3), Information Technology (1.8, 14.2), Consumer Staples (-1.8,
7.5), Consumer Discretionary (-3.5, -27.7), Utilities (-12.3, 24.7), Communication Services (-
13.6, -2.8), and Financials (-18.4, -17.1).

Global Economic Indicators

UK GDP (link): Real GDP hasn'’t posted a positive month since January’s 0.7% gain, which
followed a 0.2% decline the final month of 2021. April GDP contracted 0.3% (the steepest
decline since January 2021) after a 0.1% shortfall in March and no growth in February.
Despite recent declines, April’s real GDP reading remained above its pre-pandemic level by
0.9%. The service sector fell for the second month, sinking 0.3% in April—dragged lower by
a 5.6% drop in health spending during the month, reflecting a significant reduction in NHS
Test and Trace activity. Wholesale and retail trade rebounded 2.7% in April—not enough to
retrace the 4.2% drop during the two months through March. The production sector
contracted for the third successive month, by 0.6% in April and 1.1% over the period, led by
manufacturing, which slumped 1.0% and 1.7% over the comparable periods, reflecting
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continued headwinds from rising prices and supply-chain shortages. Construction output
dropped for the first time in six months, contracting 0.4% in April; this followed a 1.7% jump
in March, which was driven by significant repair and maintenance after late-February
storms. Output was up 6.3% during the five months through March.

UK Industrial Production (/ink): As mentioned above, industrial production contracted for
the third month in April, by 0.6% m/m and 1.1% over the period, led by manufacturing.
Headline production was 2.2% below its pre-pandemic level in April, while manufacturing
was 2.0% below. Meanwhile, two of the four remaining production sectors—mining &
quarrying (-14.3%) and electricity & gas (-5.5)—were also below pre-pandemic levels, while
water supply & sewage (9.9) was above. Looking at the main industrial groups, intermediate
goods production declined in April for the second time since reaching a new record high in
January, slipping 1.3% over the period. Output of capital goods sank 2.1% in April. This
followed a 1.1% gain and a 2.8% loss the prior two months; production has been bouncing
in a volatile flat trend the past 15 months. Meanwhile, consumer durable goods production
remained on a volatile uptrend, dropping 4.6% in April after climbing 2.1% in March to within
0.8% of January’s 26-month high, while production of consumer nondurable goods was
unchanged at March’s 11-month low—6.1% below its record high at the end of last year.

Contact us by email or call 480-664-1333.

Ed Yardeni, President & Chief Investment Strategist, 516-972-7683
Debbie Johnson, Chief Economist, 480-664-1333

Joe Abbott, Chief Quantitative Strategist, 732-497-5306

Melissa Tagg, Director of Research Projects & Operations, 516-782-9967
Mali Quintana, Senior Economist, 480-664-1333

Jackie Doherty, Contributing Editor, 917-328-6848

Valerie de la Rue, Director of Institutional Sales, 516-277-2432

Mary Fanslau, Manager of Client Services, 480-664-1333

Sandy Cohan, Senior Editor, 570-228-9102

Copyright (c) Yardeni Research, Inc. Please read complete copyright and hedge clause.



https://d13h9q04.na1.hubspotlinks.com/Ctc/5E+113/d13h9Q04/VWGVtZ4QYZjBW3jFr_L5D3-5WW7FnbcL4Lg5t2N7MjfxD3q8_QV1-WJV7CgZ8VW7-KCyx7mKL1fVNTLQj2fVR_3W3gtBKj733mnRW42zh5S7wMdRfW5Prh7c3cSsSNW55QsYp2yy_0sW7qTbyc1LhpqMW9lr4Dh4Q80HTMsDyR6bbKPPW49jdgF563sSjVkRllY7B_STsW6tlLXM5qHrfVW1DydRb72dMBWW5BCM408Cx5YrW35nSgH7XvfPKW4NBV0Q26cg9lW13c2Rh9cDN2_W7-rgLY8jd4P8W1J8qxG6gfqJHW3BmXdd11-gCTW6GHrcf4FdGrdW8WsQQf3tRHb-2H41
mailto:requests@yardeni.com
http://www.yardeni.com/Copyright.pdf

