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Earnings drive stock prices over time. This simple truth is evident in the
past century’s market performance. Over the past 100 years, both the S&P
Composite index and S&P Composite index earnings gained about 6-7%
per year. The profits, along with the market’s appraisal of the value of those
earnings, rose and fell year-to-year. Sometimes, those swings in earnings
and valuations were large, creating excitement and anxiety.
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What drove the earnings growth? Fortunately, we see an

roots of the inflation problem we are now experiencing are

excellent and rational cause for the growth in earnings.

not new. We have seen this movie before.

As the chart below shows, we can trace growth in stock
prices to economic growth (Chart A on page 3). And eco-

WHAT’S HAPPENING NOW

nomic growth is rooted in “real” phenomena like gains in

Since last spring, we are no longer seeing outsized

productivity and workforce. We also see that earnings are

additions to the money stock. Money supply growth has

partly driven by inflation. This last part helps explain

flattened out recently, and some parts of the supply chain

why, over time, stocks provide some inflation protection.

are returning. Imports from China, for example, are up
about 16% over a year ago. There is some reason, there-

THE INFLATION ERA
In the two years after the start of the pandemic, the U.S.

fore, to expect the inflation curve to start to bend down.
To bring down the growth in the inflation rate, the Fed

economy went from bust to boom. After losing 20 million

has been aggressively raising interest rates. When they

jobs in early 2020, the government undertook policies to

meet this week, they are widely expected to increase rates

inject 40% more money into the economy by the follow-

by a further 0.75%. We now see the central bank as exer-

ing year (Chart B on page 3). Notice that the increase in

cising a “restrictive” monetary policy. As policy tightens,

money supply is more significant than we saw during the

the odds of an outright recession grow.

1970s by a wide margin. However, the surge in money was

A favorite early indicator of recession is the “yield

not matched by a similar rise in the supply of goods and

curve.” A favorite measure of the changing yield curve

services.

is seen below (Chart C on page 3). The graph shows the

We know this because the economy’s total value is now

difference between the 3-month U.S. Treasury bill and the

larger than some estimate the economy should be able

10-year U.S. Treasury bond. Typically, longer-term rates

to produce. Today, the economy is estimated to be about

are higher than shorter-term rates as investors demand

$25.7 trillion, much larger than the Congressional Budget

greater compensation for taking on the risk of a longer-

Office’s (CBO) $25.3 estimate of potential output. This

term investment. Investors would accept lower rates for

means that the economy, operating about $400 billion

the greater risk of owning longer-term bonds because

above potential, is overheating.

they expect the economy to falter. In most cases the bond

Compounding the issue is recent data on productiv-

market made this bet in recent years, recession followed.

ity. The Bureau of Labor Statistics productivity estimate
shows significant weakness. This data shows product-

WHAT’S NEXT?

ivity (output per hour) declining at a -2.4% rate, the most

We cannot know for sure what comes next. The cycle is

significant contraction since the 1970s. Another source,

evolving rapidly from a focus on inflation and an over-

the Federal Reserve’s (Fed) staff, recently cited lower pro-

heating economy to a concern about weakness. S&P 500

ductivity as the main reason for reducing their estimate of

earnings forecasts are up about 7% from a year ago, but

the economy’s potential output. This cut to the estimate

that growth is falling fast. For several months, the growth

suggests that the Fed needs to tighten more than they did

rate has been declining by about 1-2% per month. If the

before the adjustment.

economic outlook continues to darken, earnings growth

A rapid expansion of money against a backdrop of
weakening productivity set the stage for inflation. The

continues to slip, and interest rates continue to press
higher, the bullish case for stocks will be tougher to make.
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Chart A
LONG VIEW: STOCK MARKET & ECONOMY
Source: Bloomberg

Chart B
MONEY SUPPLY GROWTH
(2-YEAR CHANGE IN M2)
Source: Bloomberg

Chart C
YIELD CURVE TURNS NEGATIVE
Source: Bloomberg
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CONCLUSION

U

ltimately, we expect the current problems to resolve and give way to growth and
positive returns, as we have seen in the past. Whether that turning point arrives

soon or further off, we continue to recommend a focus on high-quality companies.
If it turns out that inflation fades, the recession is avoided, and markets rally, we see
no reason why higher-quality companies would not participate in a rally. On the other
hand, if troubles continue or deepen from here, the market is likely to look for durable,
flexible, and predictable companies.

WCA Fundamental Conditions Barometer Description: We regularly assess changes in fundamental conditions to help guide near-term asset allocation
decisions. The analysis incorporates approximately 30 forward-looking indicators in categories ranging from Credit and Capital Markets to U.S. Economic
Conditions and Foreign Conditions. From each category of data, we create three diffusion-style sub-indices that measure the trends in the underlying
data. Sustained improvement that is spread across a wide variety of observations will produce index readings above 50 (potentially favoring stocks),
while readings below 50 would indicate potential deterioration (potentially favoring bonds). The WCA Fundamental Conditions Index combines the three
underlying categories into a single summary measure. This measure can be thought of as a “barometer” for changes in fundamental conditions.
WCA Quality Indices are based on Washington Crossing Advisors’ quantitative analysis of firms along three dimensions: asset profitability, consistency, and leverage. Higher quality companies are defined as those which fall in the top quintile of largest-cap U.S. companies and tend to have higher
average profitability, greater than normal consistency, and low leverage. Lower quality companies are defined as those which fall in the lowest quintile
based on the same criteria. Indices are reconstituted annually, continuously rebalanced, and presented on a total return basis, as calculated by Bloomberg. Indices are unmanaged and do not represent performance of any actual portfolio or portfolio strategy offered by Washington Crossing Advisors, LLC.
Standard & Poor’s 500 Index (S&P 500) is a capitalization-weighted index that is generally considered representative of the U.S. large capitalization market. S&P 500 Growth Index and S&P 500 Value Indices are designed to provide a comprehensive measure of global equity growth and value performance.
S&P High Beta Total Return Index is designed to measure the performance of the constituents of the S&P 500 that are most sensitive to changes in market
returns.
S&P Low Beta Total Return Index is designed to measure the performance of the constituents of the S&P 500 that are least sensitive to changes in market
returns.
The information contained herein has been prepared from sources believed to be reliable but is not guaranteed by us and is not a complete summary or
statement of all available data, nor is it considered an offer to buy or sell any securities referred to herein. Opinions expressed are subject to change without notice and do not take into account the particular investment objectives, financial situation, or needs of individual investors. There is no guarantee
that the figures or opinions forecasted in this report will be realized or achieved. Employees of Stifel, Nicolaus & Company, Incorporated or its affiliates
may, at times, release written or oral commentary, technical analysis, or trading strategies that differ from the opinions expressed within. Past performance is no guarantee of future results. Indices are unmanaged, and you cannot invest directly in an index.
Asset allocation and diversification do not ensure a profit and may not protect against loss. There are special considerations associated with international investing, including the risk of currency fluctuations and political and economic events. Investing in emerging markets may involve greater risk
and volatility than investing in more developed countries. Due to their narrow focus, sector-based investments typically exhibit greater volatility. Small
company stocks are typically more volatile and carry additional risks, since smaller companies generally are not as well established as larger companies.
Property values can fall due to environmental, economic, or other reasons, and changes in interest rates can negatively impact the performance of real
estate companies. When investing in bonds, it is important to note that as interest rates rise, bond prices will fall. High-yield bonds have greater credit risk
than higher-quality bonds. The risk of loss in trading commodities and futures can be substantial. You should therefore carefully consider whether such
trading is suitable for you in light of your financial condition. The high degree of leverage that is often obtainable in commodity trading can work against
you as well as for you. The use of leverage can lead to large losses as well as gains.
All investments involve risk, including loss of principal, and there is no guarantee that investment objectives will be met. It is important to review
your investment objectives, risk tolerance and liquidity needs before choosing an investment style or manager. Equity investments are subject generally to
market, market sector, market liquidity, issuer, and investment style risks, among other factors to varying degrees. Fixed Income investments are subject
to market, market liquidity, issuer, investment style, interest rate, credit quality, and call risks, among other factors to varying degrees. This commentary
often expresses opinions about the direction of market, investment sector and other trends. The opinions should not be considered predictions of future
results. The information contained in this report is based on sources believed to be reliable, but is not guaranteed and not necessarily complete. The
securities discussed in this material were selected due to recent changes in the strategies. This selection criteria is not based on any measurement of performance of the underlying security. Washington Crossing Advisors LLC is a wholly owned subsidiary and affiliated SEC Registered Investment Adviser of
Stifel Financial Corp (NYSE: SF). Registration with the SEC does not imply a certain level of skill or training.
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