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Valuation Math Suggests Difficult Markets In
2023

In 2023, the math of valuations suggests returns will likely be challenging as markets remain
difficult to navigate.

Estimating price targets for the next full trading year is an exercise in futility. Too many variables,
from politics to economics to monetary and fiscal policies, can impact market outcomes. However,
we can build some ranges based on current valuations when estimating possible and probable
returns for the following year.

As discussed previously, using FORWARD operating earnings for any analysis is flawed. The
reason is that forward operating earnings today will not be at the same level in the future. Since
May 2022, forward earnings estimates have declined by 15%. We suspect estimates will fall
further, making forward valuation assumptions unreliable.
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When analyzing historical valuations, a shift higher occurred as the Federal Reserve became
active in monetary policy. The long-term historical median valuation from 1871 to 1980 is 15.04x
earnings. When including 1980 to the present, that long-term media rose to 16.44x earnings.
However, as the monetary and fiscal policies employed kept "mean-reverting” events from
happening, valuations jumped to 23.38x earnings since 1980.
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This analysis gives us three baselines fo
have to make several assumptions:

1. We will use Wall Street's current earnings estimates for a "Soft-Landing Recession" and "No

Recession" scenario of $205/share
We will use Wall Street's estimates
scenario and 15x for a "Mild Reces
In a "Recession" scenario, we woul

2.

3.

r estimating next year's potential return ranges. We will

,assuming only valuation adjustment.
for fair value at 17x earnings for a "No Recession"
sion" outcome.

d expect $160/share earnings, equating to a reversion to

the growth trend. (Shown below).We will use a valuation adjustment or 15x and earnings
reversion to account for a "deep recession" scenario.

As noted, the current earnings estimates

for 2023 remain well above the long-term historical 6%

peak-to-peak earnings trend throughout history. We will use the recent 15% decline in earnings

estimates for the "soft landing" scenario,
will likely prove problematic.

but history suggests sustaining earnings at these levels
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Estimating The Outcomes

The problem with current forward estimates is that several factors must exist to sustain historically
high earnings growth.

1. Economic growth must remain stronger than the average 20-year growth rate.
2. Wage and labor growth must reverse to sustain historically elevated profit margins, and,
3. Both interest rates and inflation must reverse to very low levels.

While such is possible, the probabilities are low, as strong economic growth can not exist in a low
inflation and interest-rate environment.

However, with that said, we can use the current forward estimates, as shown above, to estimate
both a recession and non-recession price target for the S&P 500 as we head into 2023.

In the NO-recession scenario, the assumption is that valuations will fall to 17x earnings over the
next year. If such is the case, based on current estimates, then the S&P 500 should theoretically
trade at roughly 3500. Given the market is trading at approximately 4000 (time of this writing),
such would imply a 12.5% decline from current levels.


https://sp-ao.shortpixel.ai/client/to_auto,q_lossless,ret_img,w_1024,h_580/https://realinvestment.wpenginepowered.com/wp-content/uploads/2022/12/SP-500-Earnings-Growth-Trend-120822-1024x580.jpg
https://realinvestment.wpenginepowered.com/connect-now/

: R : Real
Estimated S&P 500 With No Recession ? Investment
Advice
40.00 55,080
37.76
35.00 $4,590
o 3000 54,090
£
£
& u
s =
L] ]
g v
5 2500 $3,550 =
= 345131 ¢
- E
] a8
a
o
o 2000 - $3,090
15.00 - L 52,590
10.00 52,090
Q4-2019 Q2-2020 Q4-2020 Qz-2021 Qa-2021 Q2-2022 Qa-2022 Q2-2023 Q4-2023
w== PE Based On Current Price/Estimates =S &P 500 W/ No Recession

However, should the economy slip into a "soft landing" or mild recession and valuations revert to
the longer-term median of 15x earnings, such would imply a level of 3100.

Estimated S&P 500 With A "Soft Landing" Recession ? o O
' Advice
10,00 §5,090
37.76
35.00 54,590
30.15 / \
& 3000 4 ~ 54,090
€ N~
5 25.00 $3,500 ©
c £
g
3
< 20,00 - 53,090
3,080.57
15.00 —' $2,590
10.00 52,090
Q4-2019 Q2-2020 Q4-2020 Q2-2021 aa-201 Q2-202 Qa-2022 Q2-2023 Q4-2023
w== PE Based On Current Price/Estimates e S&P 500 W/ "Soft Landing" Recession

While an additional 22.5% decline from current levels seems hostile, such would align with typical
recessionary bear markets throughout history.


https://sp-ao.shortpixel.ai/client/to_auto,q_lossless,ret_img,w_899,h_630/https://realinvestment.wpenginepowered.com/wp-content/uploads/2022/12/SP-500-Price-Estimate-with-No-Recession.jpg
https://realinvestment.wpenginepowered.com/wp-content/uploads/2022/12/SP-500-with-Soft-Landing-Recession-Price-Target-120922.jpg

10-¥r Rate  10-Year Recession Recovery
Recession Recession Start Of Rate At Total Rate% Length-No Length-No S&P Peak Prior To S&P Trough During S&P 500 Decline -
Finish Expansion Recessio Change Of Months  Of Months Recession Recession Peak To Trough

Oct-1873 Mar-1879 5.32 5.50 3.34% 66 35 Aug-1871  118.25 Jun-1877 80.15 -32.79% Real
Mar-1882 May-1885 5.50 3.62 -34.12% 39 2 Jun-1881 20477 Jun-1884 148.24 27.12%

Mar-1887 Apr-1888 3.62 3.55 -2.12% 14 26 Nov-1886  222.45 Mar-1888  181.71 18.31% Advice
Jul-1880 May-1881 3.55 3.52 0.71% 1 19 Sep-1883  211.31 Dec-1890  172.47 18.38%

Jan-1893 Jun-1894 3.52 3.75 6.53% 18 17 May-1892 234.24 Jul-1893 171.16 26.93%

Dec-1895 Jun-1897 3.75 3.59 -4.31% 19 23 Sep-1895  208.33 Aug-1896  179.65 13.7T%

Jun-1899 Dec-1900 3.59 312 -13.05% 19 20 Mar-1899  272.83 Sep-1900 220.12 19.32%

Sep-1902 Aug-1904 342 3.26 4.49% 24 32 Jun-1801  334.83 Oct-1803  226.52 -32.35%

May-1907 Jun-1908 3.26 3.74 14.62% 14 18 Jan-1906 34512 Nov-1907 206.91 -40.05%

Jan-1810 Jan-1912 3.74 3.91 4.64% 25 " Aug-1908  316.80 Jul-1810  258.53 18.39%

Jan-1913 Dec-1914 391 4.45 13.81% 24 43 Aug-1812  2989.30 Nov-1913 235.99 21.15%

Aug-1918 Mar-1918 4.45 4.53 1.78% 8 9 Dec-1915  272.52 Jan-1818  140.87 -48.31%

Jan-1520 Jul-1921 4.53 4.97 9.73% 19 21 Jul-1818  161.83 Dec-1920 103.94 -38.7T%

May-1923 Jul-1924 4.97 4.26 -14.29% 15 26 Oct-1922 184.18 Oct-1923  137.43 16.29%

Oct-1926 Nov-1927 4.26 3.43 -19.60% 14 20 Sep-1926  225.37 Nov-1926  220.65 -2.09%
|Aug-1929 Mar-1933 3.43 342 -0.17% 44 49 Sep-1929  536.70 Jun-1832  103.85 -B0.61%

May-1937 Jun-1938 3.42 2.64 -22.79% 14 7 Nov-1836  367.15 Apr-1938 206.22 -43.83%

Feb-1945 Oct-1945 2.64 238 -10.80% ] 36 Sep-1939 27283 May-1942  144.05 -47.20% Declined In Adv Of Recessio|
Nov-1548 Oct-19435 2.38 233 -0.95% 12 44 Jun-1948  208.85 Jun-1843 173.07 -18.25%

Jul-1853 May-1954 233 283 25.86% 11 38 Aug-1852  278.24 Sep-1953 256.14 -8.2T%

Aug-1957 Apr-1358 2.93 3.93 34.13% 9 23 Apr-1856  528.89 Dec-1357  420.47 -20.50%

Apr-1960 Oct-1960 3.93 428 8.91% 11 108 Jul-1958  605.T7 Oct-1960 533.88 “11.8T%

Dec-1969 Now-1870 4.28 7.65 T8.74% 12 35 Jan-1966 868.91 Jul-1870 574.87 -33.84%

Nov-1873 Mar-1975 7.65 673 -12.03% 17 57 Jan-1973  822.94 Sep-1974  398.61 -51.56%

Jan-1980 Jul-1980 6.73 10.80 60.48% T Lk Sep-1976  542.32 Apr-1980 376.51 -30.57%

Jul-1881 Now-1982 10.80 14.28 32.22% 17 a1 Nov-1980 485.94 Mar-1982 347.18 -26.13%

Jul-1930 Mar-1991 14.28 8.47 -40.69% 9 119 Aug-1987  852.56 Oct-1930 68117 -20.10%

Mar-2001 Sep-2001 8.47 489 42.27T% 9 72 Aug-2000 2,545.33 Sep-2001 1,734.77 -31.84%

Dec-2007 Jun-2009 4.89 4.10 -16.16% 19 127 Jul-2007 2,161.65 Mar-2009 1,053.93 -51.24%

Feb-2020 pr-2020 1.52 0.62 -59.21% 3 Feb-2020 3,373.23 Mar-2020  2,237.40 -33.67% COVID Pandemic Shut-Down
Mean 4.69 462 0.19% 17.73 42.1 -29.28%

Median 3.83 383 -0.44% 14.00 32.00 -27.02%

Mode 14.00 35.00

Averages Since 1300 15.74 47.22 -30.88%

However, in a "deep recession" scenario, we expect a valuation and an earnings reversion (15x
valuations on earnings of $160/share). Such would imply a price target of 2400 or a decline of
roughly another 40% from current levels.
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While such seems like an unduly large correction from current levels, there are previous
precedents in history to suggest the possibility. Such would also align with the Federal Reserve
"breaking something" in the credit markets, which impairs market functioning.
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The chart below plots both paths for the S&P 500 for a better visual.
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Optimistically, we saw the market's lows in September, and a retest next year will bring valuations
down to 17x earnings. Pessimistically, a recession will pull the market below the 2019 peak and
revert valuations to 15x earnings, with earnings reverting towards historical growth trends.
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Could There Be A Bullish Scenario?

We would be remiss in not giving some assessment for a bullish outcome in 2023. However, for
that bullish outcome to take shape, we must consider several factors.

1. We assume the $205/share in year-end estimates remains valid.
2. That the economy avoids a recession even as inflation falls

3. The Federal Reserve pivots to a lower interest rate campaign.

4. Current valuations remain static at 22x earnings.

In this scenario, the S&P 500 should rise from roughly 4000 to 4500 by the end of 2023. Such
would imply a 12.5% gain for the year. However, such would not recoup the losses from the
market's peak in 2022.
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Adding the bullish scenario to our projection chart gives us a full range of options for 2023, which
run the gamut from 4500 to 2400, depending on the various outcomes.
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Here is our concern with the bullish scenario. It entirely depends on a "no recession" outcome, and
the Fed must reverse its monetary tightening. The issue with that view is that IF the economy
does indeed have a soft landing, there is no reason for the Federal Reserve to reverse
reducing its balance sheet or lower interest rates.
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More importantly, the rise in asset prices eases financial conditions, which reduces the Fed's ability
to bring down inflation. Such would also presumably mean employment remains strong along with
wage growth, elevating inflationary pressures.

While the bullish scenario is possible, that outcome faces many challenges in 2023, given the
market already trades at fairly lofty valuations. Even in a "soft landing” environment, earnings
should weaken, which makes current valuations at 22x earnings more challenging to sustain.
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Is A Recession Inevitable?

While the "no recession” case is possible, we struggle with that view.

With the Federal Reserve committed to continued rate hikes in 2023, reducing market liquidity
through Quantitative Tightening, and the consumer struggling to make ends meet, the risk of a
recession seems quite elevated.

However, if employment remains strong, unemployment doesn't rise, and wages continue to
rise to offset inflation pressures, then it is possible to avoid a recession. The problem is that
strong employment and wage growth will add to inflationary pressures. Of course, that is what the
Federal Reserve is actively trying to resolve.

A recession seems highly probable if the Fed's end game is higher unemployment and
lower inflation through higher interest rates, which will ultimately slow wage growth. The
economic data already seems well tilted into a recessionary trend. However, the composite
economic index declines further during a recession, suggesting a deeper reversion in the stock
market.
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Given the Fed's ongoing monetary tightening, the risks seem tilted toward weaker economic
outcomes. However, as stated previously, the Fed will reverse course when something
eventually breaks.
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The bullish expectation is that when the Fed finally makes a ?policy pivot,? such will
end the bear market. While that expectation is not wrong, it may not occur as quickly as
the bulls expect. Historically, when the Fed cuts interest rates, such is not the end of
equity ?bear markets,? but rather the beginning. Such is shown in the chart below of
previous ?Fed pivots.?
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Our best guess is that reality lies somewhere in the middle. Yes, there is a bullish scenario where
earnings decline, and a monetary policy reversal leads investors to pay more for lower earnings.
But that outcome has a limited lifespan as valuations matter to long-term returns.

As investors, we should hope for lower valuations and prices, which gives us the best potential for
long-term returns. Unfortunately, we don't want the pain of getting there.

Regardless of which scenario plays out in real time, there is a substantial risk of poor returns over
the next 12 months.

That is just the math.
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