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Despite the recent move off its highs, the market remains near record territory and I continue to hear 

many TV pundits or stock “experts” espouse how the market is overvalued and is doomed to fall 

significantly. The common metrics they cite are how this is one of the longest bull markets ever (5+ 

years) or that the P/E using the average of the last 10 years' earnings (aka the “Shiller P/E”) is at relatively 

high levels. Then, they dig into specific companies such as Twitter and Tesla whose valuations seem 

excessive. They say we are in a bubble. I could not disagree more. We are at a normal valuation. Now that 

doesn’t necessarily mean the stock market will continue higher, but it does mean the market doesn’t have 

to go lower as so many seem to claim. Perhaps the market mirrors 1994 in which it remained flat due to 

rising rates despite strong earnings growth. This is possible, but from our perspective, it would only set up 

for a stronger 2015. Our best guess is thus that the market will likely grow in line with earnings this year 

(+8%-10%) with normal, healthy bumps along the way. 

 

I do think it is important to address this overvaluation nonsense that I hear from some on Wall Street. 

First and foremost, the market’s valuation multiple is sitting right around its long-term average (~15-16x 

forward 12-mos earnings). This would mean we are at fair value, not overvalued. This is especially true 

when you consider the extraordinarily low real interest rates which should push P/E multiples well above 

historical norms. Secondly, the length of the bull market is an argument that holds no water. A bull 

market is defined as one in which there are no declines greater than 20%, and that number is an arbitrary 

level. If one happened to use 19% as the threshold instead, the bull market started anew in the fall of 

2011. On an intra-day basis, the market actually did exceed the 20% threshold as well. So, it’s not exactly 

a five-year bull market, but a two and half year bull market from this context. The bigger, more important 

point though is that we strongly believe that the U.S. economy is in the midst of an elongated cycle 

making past timeframes irrelevant. The fact that we still have relatively high levels of unemployed 

individuals and low inflation this far into the economic recovery means that the economy (and 

presumably the market) still has slack and can keep going. Economic cycles tend to peak when things get 

overheated, and we are still far from that. Inflation is the barometer. As long as the recovery remains 

intact, it’s hard to envision a big bear market. This elongated cycle concept is one that few are discussing 

or seem to understand, which is precisely why it is misleading to look at the Shiller 10-year P/E. It is a 

blunt tool that assumes a full cycle occurs every 10 years and doesn’t account for whether the past 10 

years accurately reflect economic normalcy. Lastly, the citation of individual stocks or sub-groups (re: 

Biotech) that have gone hyperbolic is quite a silly exercise. There are very few periods ever when there 

aren’t certain stocks in exciting areas that get a little bubbly. The market is so much bigger than a few 

social media companies and its overall valuation is what you should look to. The recent severe correction 

in some of these groups and relatively insignificant move in the overall markets proves this point. 

 

The backbone of the U.S. equity markets will always be the U.S. economy which appears to be on stable 

footing and gives us comfort in sticking with equities. In the second half of 2013, GDP grew solidly over 

3%. While January and February softened, we believe that weather truly did move the needle, and the 

pickup in March is likely the beginning of a mini-reacceleration due to pent-up demand. March industrial 

activity was up and employment data has been solid. Digging deeper, ISI’s company surveys have really 

improved the last several weeks with particular recoveries in the homebuilder and trucking surveys. We 

thus believe this quarter should see a nice recovery. Additionally, despite accidentally scaring the markets 



 

a little in her first press conference, Yellen and the FOMC remain accommodative and will continue to be 

so until the economy truly picks up. I expect rates to pick up a little toward the end of QE late this 

summer, but this will be a sign of the recovery. 

 

The rest of the world doesn’t look great, but should be strong enough not to derail the U.S. economy. 

Europe continues to plod along with slightly positive GDP growth and has recently seen slight upticks in 

key leading indicators. Further, the continued weakening of inflation in the region is getting the ECB to 

seriously consider additional stimulative measures such as a further cut to rates (down from 25bps), asset 

purchases (i.e., QE), and/or negative bank deposit rates. These efforts should aid in keeping things afloat. 

From our perspective, Ukraine is a sideshow that gets a lot of press but ultimately will prove to be 

insignificant. In terms of key Asian economies such as China and Japan, however, we have certainly 

become more concerned. China’s growth over the past decade has been tremendously aided by debt-

financed investment, which is more than 45% of the economy. While on the surface, the central 

government’s debt appears reasonable, a closer look into local government and state-owned entities paints 

a very different story. Total Debt to GDP has risen from 120% to over 200% in the past five years with 

much of the money being funneled into unused investments such as “ghost” cities. At some point, 

additional debt will not be an option and investment (and in turn the economy) will fall off. Knowing 

when this problem hits the fan is very difficult, but at some point it will. We remain very wary of China 

over the next five years for this reason. Similarly, we had been excited about the prospects for Japan 

under "Abenomics," but recent data and events have us feeling a little more reserved. Despite the 

aggressive moves by the Bank of Japan and fiscal stimulation, growth just can’t get going. We are also 

concerned about the impact of the April increase in the consumption tax from 5% to 8%. The last time it 

was raised (from 3% to 5%) in 1997, it helped push Japan into an 18-month-long recession along with the 

Asian financial crisis. Japan isn’t finished yet, and PM Abe is working hard to turn it around. We just 

think that the near term could be slow. 

 

Well, so what should one be investing in? Broadly speaking, we prefer equities (vs. bonds) with outsized 

U.S. exposure that are more cyclically oriented. Industrials (especially those with housing exposure), 

Financials and Technology are all appealing. We also continue to like some specific Energy and 

Consumer Discretionary names. I would point out that we are very particular in the Consumer 

Discretionary arena. We are avoiding any names focused on the low-income consumers (e.g., the dollar 

stores). While there will be a snap back from weather headwinds in Jan/Feb, there is another headwind 

that isn’t getting enough press, Healthcare Reform. For all of the low-income consumers who are just now 

getting health insurance, their wallets are about to take a big hit. Besides the obvious monthly insurance 

premiums and co-pays, most of these consumers are about to face big deductibles (in some cases $5K or 

higher), and, frankly, very few of them are even aware of this. So, after getting their brand-new, shiny 

insurance cards, they will likely visit a ton of doctors, and then 30 days later they will be hit with 

hundreds or thousands of dollars of bills. For low-income consumers, this will be a major problem. 

 

As we have been saying for the past several years, the biggest risk is to not be invested in equity markets. 

While the risk/reward may have dampened some, there is no reason to change our tune. In the meantime, 

we think that continuing to look at stocks from a bottom-up perspective will be the best path for 

performance as the market ebbs and flows, but ultimately grinds higher. The weakness created from the 

current correction is definitely a buying opportunity and not a fundamental, sustainable shift in the 

markets. 


