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I have seen it mentioned occasionally that economic cycles typically average four years or so or 
that this bull market has lasted much longer than most bull markets.  This approach in 
considering asset allocation is naïve at best and at worst a disaster.  The average length of an 
economic or stock cycle varies tremendously.  I have seen economic cycles last one year, and I 
have seen them last essentially 17 years.  In statistical parlance, the standard deviation around a 
normal cycle is huge, making the average moot.  It is better to “look under the hood” of the 
economy in detail to decide if we are approaching a recession, the most likely catalyst to unwind 
the market.  The key variable to monitor is the slack in economic resources.  Commodities are 
not tight on the world scene, labor is abundant, and capacity utilization is way below danger 
levels.  From my perspective, the economic outlook for the next two years is on solid footing and 
will not derail the market. 
 
This economic recovery has been slow for several reasons, but probably the largest one has been 
the large amount of debt overhanging the system.  Debt acts as a dampener on recoveries 
because shell-shocked consumers, governments or corporations often pay down debt first after a 
recession to de-risk rather than buying goods and services. Over the past 30 years, debt as a 
percent of GDP has risen, and with this rise, the recoveries out of recessions have been slower.  
After five years of recovery, the amount of slack in the system is still surprisingly large.  This 
argues for a cycle that is much longer than the average.  Assuming no outside shocks, one should 
expect a continuing, mild recovery of 2 percent to 3 percent economic growth over the next two 
years driven, as usual, by employment.  Since 2009, government employment has declined as 
federal, state and local administrations attempt to decrease their huge budget deficits.  This 
appears to be winding down as government hiring has picked up, offsetting attrition.  
Meanwhile, private sector employment is solid.  The most recent employment numbers have 
been very strong with 288,000 jobs created in June.  With a decline in fiscal drag and the 
continuing strength in the private sector, growth in consumer income should mildly accelerate 
the economy up to about 3 percent GDP growth, and unemployment will continue to slowly 
drop. As the economic slack diminishes, pockets of labor shortages should appear, increasing 
overall wage growth.  In a few years, this should gradually start to accelerate inflation toward 3 
percent. 
 
As inflation is perceived to be firming, interest rates should finally rise. Many investors have 
been confounded by the continuing strength in bonds this year as rates remain below natural 
levels due to a host of factors.  One reason we have not seen higher rates is that although the Fed 



 

 

has been tapering its quantitative purchases, the federal government has tapered its bond issuance 
due to decreasing budget deficits.  In fact, the issuance has declined faster than the Fed purchase 
tapering.  Since the Fed plans to take its purchases to zero, this effect will reverse itself during 
the second half of this year.  Second, nominal rates are very low around the world making US 
bonds competitively priced especially as others attempt to weaken their currency. Even Spain has 
less than a 3 percent ten year bond yield.  Lastly, other technical factors during the year have also 
restrained higher bond rates including Treasury buying by the Chinese in order to weaken their 
currency, concerns about economic growth and pension fund rebalancing.  Eventually, as world 
growth recovers, bond rates should move to a more “normal” level.  Looking at interest rates 
since World War II, the long-term average is about 2½ percent or 3 percent above the inflation 
rate, although it does vary quite a bit.  The long-term average inflation rate over this period is 
about 3 percent as well. Given my suspicion of inflation ticking up to 3 percent over the next two 
years, we could therefore see a 10-year yield in the 5 percent to 6 percent range. This would be 
“fair value” based on historic norms. However, the reality is that trends take time and yields will 
probably take a while to get back to “fair valuation.” A more realistic, working assumption 
would be more like 4 percent to 5 percent over the next two years. 
 
With this outlook, albeit non-dramatic, how should the stock market behave?  Starting with 
valuation, the market is not far from its long-term average P/E of 15-16x 12-month forward 
earnings.  This average does have wild swings, as there have been periods with P/E’s of 30x and 
8x.  A few years back, I read a great white paper about S&P 500 valuation.  It argued that the 
long-term average P/E of 15x was appropriate, even in different inflation and interest rate 
environments.  The thought was that with high inflation rates, the nominal growth in S&P 
earnings will be much higher, and can offset the higher discount rate associated with a higher 
interest rate.  Explicit in this assumption is the idea that the S&P over a long period of time has a 
very constant real growth in earnings.  This takes the Fed model (P/E=1 divided by the 10-year 
Treasury rate) and stands it on its ear.  Of course, in the current environment one can argue that 
the 2.5 percent rate on the 10-year Treasury is an aberration.  It is.  However, going back to our 
bond fair valuation forecast, a 5 1/2 percent rate equates to a P/E of 18x in the Fed model.  I 
believe that the current valuation is still quite reasonable, but we have recently begun to leave the 
fair-valued territory and are on our way to overvaluation. 
 
Besides absolute valuation, another concern among investors is the fact that profit margins are at 
record highs.  Part of this margin story can be attributed to the fact that the business world has 
become more of a fixed cost structure as inventory control can now be very sharp.  It means that 
profits will be more sensitive to economic changes.  When a recession hits, profits in the S&P 
will plummet.  It is worth noting that margins do not decline before a recession, so that this 
highly profitable world can be sustained until then. Similarly, market valuations also tend to 
increase over the course of the cycle as well, which will aid in possible market appreciation that 
is above the earnings growth rate. 
 
It seems that the economic backdrop is still positive for the market, and because valuations are 
reasonable, the market should generate the normal 9 percent to 10 percent annual returns over the 
next two years.  The idea of increasing valuations during a bull market means that the market 
could do even better, maybe 15 percent a year.  I thought last year may be up 20 percent, and it 
was up 32 percent.  Right now, halfway through the year, the S&P 500 has hit my year-end 



 

 

target of 1984.  It is possible that we might have a correction in the fall as the economy 
accelerates, interest rates firm and all positive news is recognized by the market, resulting in a 
sell-on-the-news mentality.  However, there are so few other places to invest, any decline should 
be shallow.  The conclusion is that the stock market should be just fine over the next two years, 
excusing the occasional downdraft. 
 


