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S&P 500 Index 

+9.52   0.61% 

Dow Jones Industrial Average 

+117.04  +0.81% 

NASDAQ Composite 

-4.7   -0.17% 

Last week most indices continued to gain with 

the Dow breaking into uncharted territory and 

the S&P 500 moving just shy of its old record.  

Stocks have been slowly and steadily climbing 

higher almost everyday.  In fact, until Friday, the 

Dow had its longest daily winning streak since 

1996.  This newsletter is a continuation from last 

week where we compared various factors that 

affect consumers from the present to the previ-

ous Dow high in 2007.  This week we will exam-

ine how businesses have changed over that 

time period. 

Corporate Profits 

 Shortly after the market high 

back in 2007 most corporations suffered 

major setbacks as the economy went 

into a recession triggered by the col-

lapse of the mortgage market.  The 

chart on the right shows corporate prof-

its from the last Dow high until the cur-

rent Dow high.  As you can see, corpo-

rations returned to their old levels of 

profitability in 2009 and have since well 

surpassed those levels. 

 Many analysts continue to call for 

higher highs in the stock market based 

on the fact that corporate earnings have 

well outpaced gains in the stock market.     

Indeed, the forward price-to-earnings 

ratio of the S&P 500 is still below the 

long term average.  However, forward 

earnings are based on analyst’s expec-

tations and often overlook large unex-

pected events such as issues from Eu-

rope and other unknown financial cri-

ses. 

Debts 

 If you are a regular reader of this news-

letter there is rarely a week that I do not mention 

quantitative easing, which is the process where 

the Federal Reserve bank buys debt on the 

open market in order to lower interest rates.  

Keeping low interest rates should, in theory, low-

er the cost of borrowing for businesses and lead 

to more risk taking and increased economic ex-

pansion.  The Federal Reserve has clearly stat-

ed that they expect to continue this policy until 
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unemployment goes down or un-

til inflation reaches an unspeci-

fied level. 

 One consequence of this 

policy has been an increase in 

corporate debt outstanding.  As 

you can see from the chart on the 

right, corporate debt has risen 

exponentially since the adoption 

of quantitative easing in 2010 

(notice that the bars change from 

annually to quarterly in 2011). 

 Let me provide a quick ex-

ample of how quantitative easing and low interest 

rates in general lead to an increased level of corpo-

rate debt.  Imagine that you are running a business 

and you generate 10% returns on investment each 

year.  If you are able to borrow money 

for less than 10% you are able to rein-

vest that money back into the business 

and increase your overall return as long 

as your borrowing costs do not exceed 

your returns. 

 With interest rates so low there 

is an increased demand for income 

from investors.  As a result, investors 

have been flocking to lower grade 

bonds (read more on bond ratings 

here).  As you can see from the chart 

on the right, interest rates on non-

investment grade bonds have plunged to extremely 

low levels.  However, these bonds contain much 

more risk and are also called “junk bonds” because 

of the low credit quality of the issuing businesses. 

Conclusion 

 Last week we showed how consumers and 

savers have not benefited from the recent stock 

market rally and how they have seen their prices 

increase and wages decrease since the last peak.  

This week we showed how businesses have seem-

ingly benefited from these policies.  However, 

when examining the rise in corporate profits it  

is not nearly as impressive considering the 

extremely accommodative monetary policy 

provided by the Federal Reserve.  Further-

more, it appears that there is a bubble that 

will have enormous consequences on busi-

nesses perhaps in the same way that the 

mortgage bubble affected mortgage holders.  

While there are many positive economic 

signs of recovery, it is good to temper that 

optimism, particularly near these all-time 

highs in the stock market. 

https://www.financialtailor.com/posts/poor-standard-poor-s
https://www.financialtailor.com/posts/poor-standard-poor-s
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RISK SCORE 1 2 3 4 5 6 7 8 9 10 

Debt 66 54 48 40 33 27 19 15 8 8 

Short Term 28 21 19 16 14 10 7 5 3 3 

intermediate term 20 21 20 15 13 11 7 5 3 3 

long term 9 7 7 7 4 4 4 4 2 2 

floating 9 5 2 2 2 2 1 1 0 0 

           

Equities 18 27 33 41 47 51 59 64 71 71 

small cap 3 4 8 8 13 14 17 21 27 32 

mid cap 3 5 9 14 14 17 23 24 26 28 

large cap 12 18 16 19 20 20 19 19 18 11 

           

Other 16 19 19 19 20 22 22 21 21 21 

Reits 8 10 10 10 10 11 11 10 9 8 

Commodities 5 6 6 6 7 8 8 8 9 10 

currency 3 3 3 3 3 3 3 3 3 3 

           

total 100 100 100 100 100 100 100 100 100 100 

Strategic Allocation 

Conservative Aggressive 

The Strategic allocation represents what should be the long term average of a portfolio.  That is, the average allocation of the 

portfolio should adhere to these risk allocations.  Different asset classes will outperform during different market conditions.  

This allocation will change slowly as new information comes to light that will affect the long term performance of certain asset 

classes.  We expect that portfolios that are more aggressive will outperform conservative portfolios over a longer period of 

time, but will experience a greater amount of volatility.   
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Overweight short term debt, par ticular ly for  more conservative clients.  This sector  should reduce interest rate r isk as well 

as market risk in the portfolio. 

 

Neutral intermediate term debt, we prefer  higher  quality corporate bonds to replace treasury exposure. 

 

 Neutral Long Term Debt, while we continue to recommend an underweight for  the long ter m we see this recent selloff as an 

opportunity to hedge long stock positions, for options investors we are using VIX calls in place of this asset class.  

 

Overweight on floating rate debt,  we are expecting slow and steady appreciation on floating rate notes. 

 

Neutral Small Capitalization Stocks, we are recommending a neutral holding of smaller  companies with strong balance 

sheets and little need for short term debt financing. 

 

Neutral Mid-Cap Stocks, we apply the same logic to this asset class as to small cap stocks.  

 

Neutral Large Cap Stocks,  We are looking for  companies with strong fundamentals, reasonable valuations and steady divi-

dends in this sector . 

 

Neutral REITs, we will look to add to our  position in REITs dur ing per iods of deflation. 

 

Overweight Commodities, we recommend an overweight holding in commodities to reduce the impacts of pending inflation.  

 

Currency -  We are underweight the Euro.  We continue to recommend protecting any exposure to the yen.  We are currently hold-

ing higher levels of cash. 


