
  

RESEARCH: SOUND NOTE; FEBRUARY 24, 2017 

THE ALTERNATE SIDE 

 

While Sid is away from moving cars, we will use this SOUND note to address the analysis and 

anticipation of a market (S&P 500) pull back.   

The dichotomy of knowing and not knowing is part of an economic behavioral concept 

called “imperfect information” in which two parties (generally a buyer and a seller) have 

different information (even though it might only be perceived as different information) and 

behave based on their separate beliefs. In the investment world, this is what makes a market: 

when buyers and sellers meet at an agreed upon price. Stock prices increase as buyers are 

willing to pay higher prices for companies. As corporate earnings increase, buyers are willing 

to pay higher prices for shares of ownership in companies, and as earnings and economic 

expansion continues a “bull market” is underway. It is a general understanding that bull 

markets do not simply die from exhaustion; just because the market has been in an uptrend 

for 7 years does not mean it will end, or that it will continue (in theory, bull markets can last in 

perpetuity if earnings expand). However, instead of gauging the stock market out of context 

from historical data points, one is better suited evaluating the individual businesses that 

makeup the ‘market’ to decipher if it is over, under, or fairly valued.  SOUND Wealth 

Management group conducts this analysis on a daily basis – qualitatively and quantitatively – 

to build or remove positions in our portfolios, and measure the valuations of markets, sectors 

and sub-sectors. 

Weakness in equity prices can be triggered by many things; from broad secular shifts – such 

as the “gig economy” (UBER, AirBnB, TaskRabbit, etc.) disrupting dowdier companies – to 

short-term, noise driven events – such as the recent Brexit, commodity, election, or Ebola 

episodes. Many other investors use the most recent news to position investments for the long-

term – which creates significant moral hazard: occurring when a party insulated from risk 

behaves differently than it would behave if it were fully exposed to the risk. Moral hazard 

arises because an individual or institution does not take the full consequences and 

responsibilities of its actions, and therefore, has a tendency to act less carefully than it 

otherwise would.1 However, it should be rationally understood that, unless a great deity  

 



  

 

came to banish all corporate profitability, the 

S&P 500 is not going to crash to $0. We can 

safely say you will not lose every penny in a 

diversified S&P 500 portfolio unless the ‘end of 

days’ was nigh – which would make investing 

(even money) pretty worthless. 

Many “financial pundits” have bombarded the 

television and print media with their prophecies 

of why the market is “due” for corrections, or 

what the value of the market should be in 12 

months. Firstly, the ‘gambler’s fallacy’ comes 

into place with the comment of being “due.” 

Although we abhor gambling analogies, our 

human brains like to look for patterns and are 

enticed to change our assumptions of 

probability depending on past results (e.g. 

flipping a coin 9 times and seeing 8 tails in a 

row, you could either feel heads is “due,” or 

tails is “hot,” when in actuality the probability 

did not change, nor will it going forward (each 

flip is mutually exclusive). Secondly, it is very 

common for institutional strategists to forecast 

year-end targets – yet they commonly adjust 

them throughout the year (and many times are 

far off from their targets). It is pretty boastful to 

assume one can predict the summation of 500 

company outcomes exactly in 12 months (their 

whole business is based on other drivers). There 

can certainly be educated guesses, but they 

are simply that. We have provided a chart 

(CHART 1) of a recent CNBC strategist survey for 

a report card.  

The arithmetic average is a target of 2,342 on 

the S&P and an average price-to-earnings 

multiple of 18.36.  

 



  The Extra: 

Circling back to individual companies, the top 5 holdings of the S&P 500 today are Apple 

(:AAPL)2 [3.58%], Microsoft (:MSFT) [2.5%], Alphabet *3 (:GOOG,GOOGL) [2.45%], Exxon Mobil 

(:XOM) [1.71%], and Amazon.com (:AMZN)4 [1.64%]. These five companies make up 11.88% of 

the entire S&P 500 market valuation; they are pretty significant, and therefore illustrative for 

comparison. Tom Lee (Fundstrat) points out that Apple, Alphabet, and Amazon accounted 

for nearly 20% of the S&P 500 revenue growth over the past 5 years, but only capture 13% of 

the market capitalization growth – leaving opportunity for appreciation in prices. Let’s call 

Jerry’s car phone to see how these valuations compare to yesteryear.  

The last bull market to die based on valuations (not the 2008 financially engineered collapse) 

began in 1999 (after a 13 year bull market). Although we might remember this time as a 

“.COM” charged period, the top five companies in the S&P 500 peak were: Microsoft (:MSFT) 

[5.03%], General Electric (:GE) [4.22%], Cisco Systems (:CSCO)5 [3.1], Wal-Mart Stores (:WMT)6 

[2.56], and Exxon Mobil (:XOM)[2.31%]. In 1999 the market price-to earnings ratio was 30.5 with 

GAAP earnings of $48.17. Today’s approximate price-to-earnings (P/E) ratio is 18 with 

expected averaged earnings to be around $128 and an expected earnings-per-share (EPS) 

growth rate of 11.25%;7 we find the market nowhere near a point of a valuation crash. Further, 

we do not see leading indicators manifest an economic slowdown and we feel a portfolio is 

best suited to not sell on weakness unless there is indication and conviction of a recession or 

ebullient overvaluation. Historical statistics will likely remain true, and we should expect, 

statistically, the market to decline 5-10% 3.3 times per year, 10-20% every 1.1 year, and greater 

than 20% every 3 years (not linear) – yet the market averages high single digit returns over 

investment cycles (Source: MorningStar Research, weighted). Without a financial plan in 

place, you have a car rental reservation but no cars (they know how to take the reservation, 

just don’t know how to hold [emphasis added] the reservation); a core financial plan will 

indicate the appropriateness of tactical and strategic maneuvering over investment cycles. 

When we juxtapose equities with the fixed income markets you find time rewards the inherent 

risks of a diversified stock portfolio while the fixed income markets are positioning for a 

prolonged period of inferior return. The average savings account interest rate (reported by 

Bankrate) is 0.06%; the United States Federal Reserve has recently reported that the U.S. 

inflation rate is 2.5%9 – which is still below the historical average.  In 8 of the past 13 years, the 

1-year Treasury Bills have yielded less than the inflation rate. With any cash and fixed income 

investment yielding below inflation you can safely lose money, or with a diversified equity 

 



portfolio you may riskily grow money. To expand upon that: holding cash as an 

investment (not for tactical reasons) is akin to saying you are willing to lose 2.44% 

annually – quite the pretzel logic! Owning short-term treasuries and cash has 

provided the anecdote “it helps me sleep at night,” but as columnist Alex 

Rosenberg puts it: [this] is not a better excuse for investors than it is for 

alcoholics.” 

Warren Buffet has said: “A market downturn doesn’t bother us. It is an 

opportunity to increase our ownership of great companies with great 

management at good prices.” 

 

 

Rosenberg continues to analyze market drops: “Academics have long puzzled 

over why stocks have done so well as compared to bonds. Why, they wonder, 

has the market returned [nearly] 10 percent in the average year since 1928, 

while short-term Treasury Bills have returned just 3 percent?  If humans (or at least 

financial markets) are basically rational, then who are these saps buying 

Treasuries?” 

Further, “a compelling answer, as laid out by Martin Weitzman… is that a large 

part of this ‘equity premium’ exists to compensate investors for disasters that did 

not occur. Just because the worst did not happen does not mean the worst 

could not have possibly happened, and objectively high rates of return may 

simply be viewed as compensation for ‘bearing the extra risk of rare disasters in 

the left tail of the distribution that happen not to have materialized within the 

limited sample.” This is also how the logic of the insurance industry works.  



  Nicholas Taleb expands upon the concept of the ‘equity premium’ in his book, Fooled by 

Randomness: “one cannot judge a performance in any given field (war, politics, medicine, 

investments) by the results, but by the costs of the alternative (i.e., if history played out in a 

different way). 

The incremental addition to stocks will, moreover, increase volatility to a portfolio, but 

investing is a constant tug of war between feeling safe now and feeling safe later. If you 

want safety now you are going to accept low returns. If you want safety later you are going 

to have to accept occasional losses and variability – that is the tradeoff. Boy, these pretzels 

are making me thirsty!  

As always, we hope this was helpful and informative. We welcome any and all questions 

and conversations. Please feel free to distribute our SOUND NOTES to friends and family or 

anyone who may find them of interest. 

We look forward to speaking with you soon! 

 

Regards,  
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1 Source: Yadayadayadaecon.com 

2 As of this publication date, SWMG owns (AAPL) Apple Inc. in the SWMG All Authority and Legato Portfolios. 

*Alphabet Incorporated’s capitalization is calculated as the combination of A and C shares. 

3 As of this publication date, SWMG owns (GOOG)/(GOOGL) Alphabet Inc. in the SWMG All Authority and Legato Portfolios. 

4 As of this publication date, SWMG owns (AMZN) Amazon.com Inc. in the SWMG All Authority Portfolio. 

5 As of this publication date, SWMG owns (CSCO) Cisco Systems Inc. in the SWMG Ensemble Portfolio. 

6 As of this publication date, SWMG owns (WMT) Wal-Mart Stores Inc. in the SWMG Legato Portfolio. 

7 Historical ratios compiled by the Securities and Exchange Commission; reporting by EDGAR online. Current price-to-earnings multiple data 

compiled by Thomson Reuters. 

8 Source: Davis Advisors, Thomson Financial, Lipper and Bloomberg 

9 Source: Fred.stlouisfed.org  

 

This information contains forward-looking statements about various economic trends and strategies. You are cautioned that such forward-looking 

statements are subject to significant business, economic and competitive uncertainties and actual results could be materially different. There are 

no guarantees associated with any forecast and the opinions stated here are subject to change at any time and are the opinions of the individual 

strategist. Data is taken from sources generally believed to be reliable but no guarantee is given to its accuracy. 

Views expressed are the current opinion of the author, but not necessarily those of Raymond James & Associates. The author’s opinions are 

subject to change without notice. Information contained in this report was received from sources believed to be reliable, but accuracy is not 

guaranteed. Past performance is not indicative of future results. Investing always involves risk and you may incur a profit or loss. No investment 

strategy can guarantee success. Information provided is general in nature, and is not a complete statement of all information necessary for making 

an investment decision, and is not a recommendation or a solicitation to buy or sell any security. 

The S&P 500 is an unmanaged index of 500 widely held stocks that are generally considered representative of the U.S. stock market. Inclusion of 

this index is for illustrative purposes only. Keep in mind that individuals cannot invest directly in any index, and index performance does not 

include cost or other fees, which will affect the actual investment performance. Individual investor results will vary. 

Price Earnings Ratio (P/E) is the price of the stock divided by its earnings per share. Earnings per share (EPS) are the total company earnings divided 

by the number of shares outstanding. Diversification and asset allocation do not ensure a profit against a loss. Graphs included are for illustrative 

purposes only and are not intended to reflect the actual performance of any security. 

 

 

 

 

 

       


