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S&P 500 Index 

+51.62   +3.05% 

Dow Jones Industrial Average 

+255.81  +1.69% 

NASDAQ Composite 

+147.84  +3.93% 

Last week congress agreed to push the issue 

of the debt ceiling out a few months alleviating 

the fears of an imminent default.  Despite what 

you may have heard, stocks were not phased 

by the debates, and markets actually rose dur-

ing the government shutdown.  After the shut-

down ended, markets surged even higher 

pushing most indices back to all time highs.   

 Treasury bills that were maturing near 

the end of October were the real rollercoaster 

ride during the shutdown.  The chart on the 

right shows the spike in short term interest 

rates that resulted from fears of a technical 

default. 

 A weak start to earnings, especially 

among the financials, has left many scratching 

their heads.  It appears that the bull market is 

entering a phase of multiple expansion.  Multi-

ple expansion refers to the price-to-earnings 

ratio of the market as a whole.  I have dis-

cussed the price-to-earnings ratio before as it 

relates to individual companies, but this week I  

want to look at market cycles and how earn-

ings  and price might be useful in determining 

where we are in a market cycle. 

  

Weekly Changes 

Earnings Yield 

 The earnings yield is basically 

the inverse of the price-to-earnings 

ratio.  It is calculated by taking the 

earnings per share of the last twelve 

months of a company (in this case the 

entire S&P 500) and dividing it by the 

current price.  The chart on the right 

shows the earnings yield of the S&P 

500 going back to 1999.  You can see 

the earnings yield crashed in 2008, 

but recovered quickly and then 

peaked in 2012 and has been declin-

ing since then.  Earnings have stagnated since 2012, but stock prices continue to increase on the ex-

pectation of future earnings that never seem to come. 

https://s3.amazonaws.com/financial-tailor-newsletters/newsletters/08_11_2013_Newsletter.pdf
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 market reached lows in 2002 and 2009.  The 

declining earnings yield makes me think that 

we are in the later stages of a long term bull 

market that started in 2009.  Another concern 

is the rising yield of the 10 year.  If interest 

rates continue to rise and the earnings yield 

continues to fall, then asset managers will 

most likely leave stocks in favor of bonds, as 

the risk to reward shifts.  What is even more 

concerning, is that the 10 year yield is being 

held artificially low by quantitative easing.  If 

the fed stops adding $85 billion dollars of de-

mand every month, interest rates will rise and 

demand for stocks will most likely fall.  Stocks 

look cheap if you only look at the current data 

points of earnings yield and 10 year yield, but 

imagine if interest rates were back at the al-

ready low levels of 2007.  The earnings yield 

would be roughly equivalent to the yield on 

the 10 year.  This tells me that the fed cannot 

raise interest rates or else it will risk  

 

 The chart above can be extremely useful 

when determining asset allocation, but it may 

take a while for its usefulness to make sense.  

The shaded area is the adjusted* closing price 

of the S&P 500.  As you can see we are cur-

rently at all time highs.  The earnings yield has 

been dropping since 2012 and the interest rate 

on the 10 year rose this year as well.  It is also 

important to note that data points are only at 1 

year intervals, plus the most recent data point.  

So what does this all mean? 

 Some asset managers will use the earn-

ings yield to determine asset allocation.  The 

general rule goes something like this:  When 

the earnings yield falls below the yield on the 

ten-year, then stocks are overvalued and vice 

versa.  While this can be somewhat useful, I 

personally find the trend to be more telling.  A 

decline in the earnings yield usually precedes a 

bear market. This was the case before the  

*It is adjusted to account for splits and dividends. 
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derailing the stock market rally.  It is im-

portant to note that the recent rise in yield on 

the 10 year has had nothing to do with fed 

policy, but rather, the anticipation of fed poli-

cy. 

Conclusion 

 The current bull market has clearly 

been established and trying to call the exact 

top is an exercise in futility.  However, as the 

earnings yield declines and interest rates rise  

the risk-to-reward ratio will continue to rise.  

A change in the direction of the earnings 

yield either through reduced stock prices, or 

even better, increased earnings, would be an 

extremely positive development that would 

bode well for the true health of the economy 

and the country.  I remain hopeful, yet un-

convinced. 
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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 

Conserva- 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 in-

terest rate risk as well as market risk in the portfolio. 

 

Neutral intermediate term debt  

 

Neutral Long Term Debt, Long term debt has substantial r isk if interest rates r ise, but can still help 

alleviate losses in the event of a rapid stock market selloff.   This asset class has been oversold and we are 

using closed-end funds that are trading at a discount to net asset value to participate. 

 

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

 

Neutral Small Capitalization Stocks, we are very cautious in this area, but still believe that carefully 

selected value stocks can continue to outperform. 

 

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

 

Neutral Large Cap Stocks,  We are more selective with large cap stocks, if signs of inflation pick up we 

will look to invest in large cap companies with high debt.  We are extremely bearish on tech companies with 

stretched earnings multiples. 

 

Neutral REITs, 

 

Neutral Commodities,  

 

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

We are currently holding higher levels of cash generally. 


