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Rotation in Process
Weekender

March 23, 2024

Good morning and welcome to the Weekender for Saturday, March 23,
2024. It was another record-breaking week for the tech-heavy Nasdaq, 

while the S&P 500 and Dow closed slightly off their recent all-time highs. 
For the week, the S&P 500 was higher by 2.3%. The index trades at 21.7 
times 2024 earnings estimates, yielding 3.2% in free cash flow. By compar-
ison, the US government’s two-year bond yield is 4.6%. The risk premia 
for stocks is negative and in very unusual territory. By contrast, the Nasdaq 
100, including the largest technology companies in the United States, trades 
at 27.2% and generates a free cash flow yield of only 2.7%. We believe 
equities are very expensive. Investors have bid up equity prices, expecting 
earnings in the second half of 2024 and all of 2025 to grow by double dig-
its, propelled by the fuel of artificial intelligence. 

S&P 500 Index Levels
(Source: Bloomberg)

    While we remain fully invested, we believe inflation, interest rates, 
over-levered consumer balance sheets, and spent savings are straining 
consumer budgets, which will all conspire to lower economic output in the 
quarters ahead.
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    For several months, we have discussed our expec-
tations that buying demand will begin to rotate away 
from names close to peak valuations in favor of those 
that trade at a discount. Such a rotation has been slow, 
but it now seems underway. Comparing month-to-date 
returns shows outperformance in value versus growth 
and the equal-weighted S&P 500 versus its market 
value-weighted partner.

    The market for initial public offerings opened up 
last week when Reddit listed its shares. Its shares were 
priced close to the top of expectations and rose 48.4% 
on Thursday, the first day of trading, before settling 
a bit by the end of the week. Although Reddit has 
existed for decades, it has never been profitable. Most 
analysts expect it to eke out a minimal profit in 2024. 
Looking farther ahead to 2025, analysts believe the 
company will earn $128 million, a price-to-earnings 
multiple of 57.1 times. IPOs have been scarce for the 
last few years. While it’s too early to tell if a resur-
gence is in the offing, if investors have an appetite, 
there is a backlog of punters waiting.

Pandemic winners Lulu Lemon and Nike have had 
some difficulty recently. Dedicated customers have 
checked their inventory and found they don’t need 
more. They aren’t alone. A large swath of retail is un-
dergoing a two-part shift. Almost all buyers are mov-
ing away from full-price specialty products and toward 
value, where retailer margins are the thinnest. In more 
general terms, their demand across the board is soften-
ing. Shrinkage, the palatable way of classifying theft, 
continues to be a rising concern among retailers. 

Five Below reported earnings last week. They were 
particularly concerned about the rise in theft in their 
stores. Dollar General made similar comments the 
week earlier. Amongst less organized criminals, 
self-checkout enables many to walk out with products 
that were not scanned or paid for. It’s increasingly 
likely that self-checkout’s days are numbered, at least 
in some stores.

    Retailer woes are manifest in the high-yield debt 
markets, where the yield on retail debt is now at 5.4%, 
almost double the 22-year average of 2.8%. Higher 
debt costs are adding to a general softening of margins 
in the space.

Economic Narrative

    It was a light week for economic data, most of 
which we will discuss in more detail next week. As 
a prelude, labor markets remain strong, and consum-
ers are resilient. Most notable is a resurgence in the 
real estate and new automobile markets. In the face 
of mortgage rates that are approximately double their 
pre-pandemic levels, houses are selling well again, and 
home prices continue to be firm in most parts of the 
country. While new car sales are still approximately 
two million units lower than their pre-pandemic levels, 
they are selling for close to the manufacturer’s sug-
gested retail prices (MSRP), supporting auto company 
margins and profits.

    Next week’s Weekender will have an extended anal-
ysis of the real estate and automobile sectors.

    The Federal Reserve met last week and chose to 
hold rates where they were. In the comments, they 
signaled that inflation’s tick higher in recent months 
is due to beginning-of-year data anomalies, which we 
believe carries some validity. However, what isn’t an 
anomaly is that the economy, although slowing from 
solid growth in the last half of 2023, remains robust, 
and the labor market is fully employed. Interest rates 
are the most restrictive they have been in a generation. 
Lower interest rates will increase consumer spending, 
especially on things like real estate, automobiles, and 
durable consumer items, risking a pick-up in inflation 
in the months following rate softening.

    Even so, the Fed is aching to lower rates as soon as 
the data can justify it. Right now, the Fed is courting 

Index Month-to-Date Returns
March 1 - 22, 2024
(Source: Bloomberg)
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Goldilocks. Everything is just right. However, the long 
and variable lags from monetary policy that econo-
mists always discuss are likely to be more prolonged 
and more variable this time around due mainly to the 
continuing presence of the pandemic-era stimulus that 
remains. 

    We believe a higher unemployment rate is all the 
Fed will need to justify lower rates a few times by the 
end of the year. Unemployment rose from its nadir of 
3.4 in January 2023 to 3.9% last month. The increase 
came mainly from a jump in the labor force as more 
workers came off the sidelines and decided to engage. 
That’s a good thing. However, the Federal Reserve 
will feel justified in softening its restrictive stance if 
unemployment rises even a little.

Conclusion

That’s all for this Weekender. Have a wonderful 
week.

Disclosure Statement

    Index performance does not reflect the deduction of any 
fees and expenses, and if deducted, performance would 
be reduced. Indexes are unmanaged and investors cannot 
invest directly in an index. Past performance does not guar-
antee future results. Investing involves risk, including loss of 
principal.

    The statements provided herein are based solely on the 
opinions of the author(s) and are being provided for gen-
eral information purposes only. The information provided 
or any opinion expressed does not constitute an offer or a 
solicitation to buy or sell any securities or other financial 
instruments. Opinions expressed are subject to change 
without notice and are not intended as investment advice or 
to predict future performance. Economic forecasts set forth 
may not develop as predicted and there can be no guaran-
tee that strategies promoted will be successful. The forego-
ing information has been obtained from sources considered 
to be reliable, but we do not guarantee it is accurate or 
complete. Consult your financial professional before making 
any investment decision.

    The stock indexes mentioned are unmanaged groups of 
securities considered to be representative of the stock mar-
kets in general. You cannot invest directly in these indices.


