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Dear Valued Clients and Friends, 

 

 

Stock prices reflect the combination of corporate earnings and investor enthusiasm. Right now, the global 

economy is firing on all cylinders. A rare combination of ultra-low global interest rates, low unemployment, 

low energy prices, pro-business US policy changes, and fairly robust consumer spending has helped push 

corporate earnings to all-time highs.  Investor enthusiasm has also surged, having finally left behind the deep 

emotional scars of the 2008 financial crisis to embrace a seemingly unending series of all-time high stock 

prices. Volatility in the stock market has been at all-time lows with every little dip in prices encouraging 

another round of buying. This convergence of investor confidence and powerhouse corporate earnings has 

greatly increased the value of company shares both in the US and on overseas exchanges.  But are these 

gains fully justified by improvements in the underlying businesses? Or is another stock market bubble 

forming? At the time of this writing the Price/Earnings ratio (PE) for the S&P500 is 26.8 versus a historical 

average of 15.7 (see graph below).  The only times PE ratios have been higher have been just prior (and 

during) the Dot.com crash of 2000 and the mortgage meltdown crash of 2008.  While the PE ratio may have 

its flaws and detractors, it has been a standard measure of valuation since the beginning of fundamental 

stock analysis.  The chart below tells us that, at a minimum, valuations for stocks are stretched. 
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Despite these high valuations, stocks have continued to advance rapidly in the first month of 2018.  We know 

from experience that valuations are a crude tool to determine the direction of stocks and that elevated 

valuations alone will not cause a change in their direction.  In the late 1990s high valuations persisted for 

years before stocks crashed.  In fact, the rapid rise in share prices became self-feeding as retail investors 

poured money into stocks driven by a combination of greed and the fear of missing out. It was not until 

venture capital firms stopped funding money-losing Internet companies that the mania began to unravel.  

Ultimately the NASDAQ fell 78% in 30 months, the last leg down propelled in part by the terrorist attacks on 

9/11. 

Why this history lesson?  TD Ameritrade reported only a week ago that retail investor participation in stocks 

had reached a new all-time high, which historically has occurred very late in the market rally.  Additionally, 

the yield curve showing the difference between the yields on short-term and long-term treasury bonds 

continues to flatten. When short-term rates become higher than long-term rates, it historically signals an 

impending recession.  However, there are few, if any, other indicators pointing to recession on the horizon. 

From a technical perspective, stocks are unrelentingly bullish, pausing only briefly to gather steam for 

another leg upward.  We are reminded of the phrase, “this time is different,” and how this statement 

inevitably turns out to be false, especially when referring to stock prices. 

As a result, we are somewhat cautious; still invested in stocks and stock funds, but wary of the volatility that 

inevitably lies ahead after a year that broke records for historically low levels of volatility.  Volatility will rise, 

unnerving a very complacent market and pushing a long overdue stock market correction.   

 

We don’t know what it will be, but something will upset the proverbial apple cart. 

Because a big part of successful investing means not suffering debilitating losses, we think the above factors 

suggest it is the time for heightened vigilance,  

As always, we are keeping a close watch ahead for stormy seas and are prepared for them when they arrive.  

In the meantime, feel free to reach out to us should you want to review your current investments, discuss 

your 401k, or other company retirement plan. 

 

To future profits, 

 

 

 

   Don Lansing  Garrett Beauvais 

               Chief Investment Officer Portfolio Manager 
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