
 
 

 
SPECIAL REPORT 
July 20, 2016 

Climbing the Worry Wall 

According to an old saying, every bull market “climbs a wall of worry.” If so, the last few weeks may be 
one of the highest walls we’ve ever seen. At the same time, denying the momentum in U.S. equities is 
impossible. 

The S&P 500 Index reached a new all-time high in mid-July – something it had not done since May 2015. 
That makes it hard to call this anything except a bull market, however worrisome it may be. 

We noted in our midyear report that stocks spent the second quarter recovering from sharp 
January/February losses. The June 23rd UK Brexit referendum sparked a brief fireworks show, but the 
major benchmarks recovered and some kept going to new highs. 

Our Republic strategies rely on a combination of fundamental and technical market indicators. They 
guide our decisions on whether to own stocks at all, and which industry sectors to own when we are 
bullish. Presently the picture is mixed; our technical models are more bullish than the fundamental 
picture seems to justify. 

Below we’ll examine some of the “wall of worry” factors that tell us to be cautious. 

Interest Rates 

The bond market is one important concern. In a “normal” bull market, inflation tends to be rising and 
long-term interest rates rise in tandem. Right now the opposite is happening. In fact, the ten-year 
Treasury yield posted a new all-time low while the S&P 500 scored a new all-time high. 

 

http://www.republicwealthadvisors.com/blog/entry/2016-halftime-report


This isn’t supposed to happen, yet it did. Why? We think the bond market is behaving abnormally due to 
central bank action. The Bank of Japan and European Central Bank have been trying to stimulate their 
economies with large-scale “quantitative stimulus” asset purchases and negative interest rates. 
Meanwhile our Federal Reserve is trying to normalize its policies, eight years after the financial crisis 
that launched them, even as the rest of the world still struggles. 

For now, this means U.S. interest rates are the highest in the developed world. Capital from Europe, 
Japan and elsewhere is flowing into U.S. assets. Treasury bonds are the most liquid dollar-denominated 
asset, so they are the incoming capital’s first stop. This pushes T-bond prices higher and yields lower. 
The federal government’s smaller issuance of new debt further reduces supply. Historically low interest 
rates are the natural result. Mortgage rates are also dropping, causing a rush of refinancing activity.  

This weirdness can’t go on indefinitely, but it could push bond yields even lower. Lower yields make 
stocks, especially dividend-paying stocks, look attractive in comparison. That probably explains some of 
the buying activity that is pushing the stock market higher. Other factors are at work, too. 

Earnings: Forward vs. Trailing 

Stock values ultimately depend on company earnings. More specifically, stock prices reflect current 
perceptions of a company’s future profitability. Financial analysts measure this with a forward 
price/earnings ratio. “Forward” means these are estimates of future earnings, not actual earnings. 

The chart below shows the forward P/E ratio for the S&P 500 Index going back to 1990. 

 

Over this roughly 25-year period, the average forward P/E ratio was 15.9x. The average price for stocks 
in the index was 15.9 times the expected earnings. At times the ratio dropped much lower, as you see in 



2008. This indicates extreme pessimism. You can also see it went much higher in the late 1990s tech 
boom, reflecting excessive optimism. 

With the forward ratio currently at 16.6x, market valuation is just slightly above average. Stocks look a 
little bit overvalued, but not alarmingly so. This suggests stock prices could still move higher. 

The picture changes when we look at the trailing P/E ratio. Instead of analyst estimates, this method 
measures actual corporate profits earned over the last twelve months. As of July 15 it stood at 19.4x – 
the highest since February 2010. Before then, the last time we saw such extremes was in the early 2000s 
bear market. 

 

The trailing 12-month P/E ratio is now above its 5-year, 10-year and 15-year averages, shown as dotted 
lines in the chart above. Stocks are historically expensive by this standard, though not to the extent they 
were in the early 2000s or 2009. 

Profit Recovery  

We see two short-term barriers to higher earnings. One is strength in the dollar against other major 
currencies. This makes U.S. exports more expensive for foreign buyers, which means U.S. multinational 
companies receive fewer dollars when they repatriate profits earned abroad.  

The other important factor is crude oil prices. The sharp drop from over $100 in 2014 to below $30 
earlier this year decimated many energy and energy service companies. The spillover effect on capital 
spending held back suppliers from other industries, too, and also reduced consumer spending and 
confidence.  

Corporate profits should rise if the greenback and crude oil can settle into a trading range somewhere 
between the recent extremes. Then the year-over-year comparisons won’t look so discouraging. This, in 



turn, would justify higher valuations and push stock prices up. Not every stock or sector will rise, or rise 
at the same rate, but the overall trend should be bullish. 

Earnings season is underway right now as companies report results for the April-June period. In addition 
to their past results, most companies will issue guidance for the quarter now underway. This will help 
reveal whether the higher earnings multiples are really justified.  

We also pay attention to seasonal factors. The warmer May-October period is historically the stock 
market’s weakest time of year. The ongoing summer rally is unusual but may yet peter out. We would 
normally expect markets to pick up momentum around late October, but this is an election year. With so 
much uncertainty in the U.S. presidential race, we won’t be surprised if some investors wait until mid-
November to make any major moves. 

Conclusion 

As of now, we have equity exposure for Republic clients whose risk profile permits, but we’re using 
alternative assets as well. We’ve identified attractive opportunities in REITs, private equity, leveraged 
loans, high yield bonds, and other non-stock segments and we allocate capital to them whenever 
possible.   

In our view, now is not the time for big bets on any one asset class, especially a stock market trading at 
record highs. We are not in a race against the S&P 500 or any other index. Our mandate is to help our 
clients make reasonable progress toward their financial goals, and that is what drives all our investment 
decisions. Feel free to call us any time to discuss your own assets. 

 

 

 

 

 

 

4516 Seton Center Parkway, Suite 115  Austin, Texas 78759  Phone 512.506.9395 

Nine Greenway Plaza, Suite 1600  Houston, Texas 77046  Phone 281.408.2538 

 

IMPORTANT DISCLOSURE INFORMATION: Please remember that past performance may not be indicative of future results. Different types of investments 
involve varying degrees of risk, and there can be no assurance that the future performance of any specific investment, investment strategy, or product 
(including the investments and/or investment strategies recommended or undertaken by Republic Wealth Advisors), or any non-investment related content, 
made reference to directly or indirectly in this commentary will be profitable, equal any corresponding indicated historical performance level(s), be suitable for 
your portfolio or individual situation, or prove successful. Due to various factors, including changing market conditions and/or applicable laws, the content may 
no longer be reflective of current opinions or positions. Moreover, you should not assume that any discussion or information contained in this commentary 
serves as the receipt of, or as a substitute for, personalized investment advice from Republic Wealth Advisors. To the extent that a reader has any questions 
regarding the applicability of any specific issue discussed above to his/her individual situation, he/she is encouraged to consult with the professional advisor of 
his/her choosing. Republic Wealth Advisors is neither a law firm nor a certified public accounting firm and no portion of this commentary content should be 
construed as legal or accounting advice. If you are a Republic Wealth Advisors client, please remember to contact Republic Wealth Advisors, in writing, if there 
are any changes in your personal/financial situation or investment objectives for the purpose of reviewing/evaluating/revising our previous recommendations 
and/or services. A copy of the Republic Wealth Advisors’ current written disclosure statement discussing our advisory services and fees is available upon 
request. 

 


