
 
 

 

October 1, 2018 

Investor Update 

 

September was an extremely interesting month for a number of reasons that are surprisingly not political.  It 

appeared on the surface that we had another quiet month of modest gains with the S&P moving slightly higher.  

However, as you look a little deeper there were a few things that raise some caution flags.  In fact, even though 

the S&P finished slightly higher, small caps were down over 2.3%, bonds were down .6%, and oil ripped higher 

by 5.5%.  These are some large divergences in a seemingly slow month.   

 

The first thing to look at when you have these types of moves is breadth.  Breadth tries to look at the health of 

the stock market by measuring how many companies are moving up or down with the index.  The S&P 500 is 

market-cap weighted which means the largest companies have a higher weighting than the smaller ones.  In 

other words, the largest companies can mask problems with the broader ones.  The chart below looks at the 

S&P 500 in the black against the number of companies hitting 52 Week highs (blue) and 52 Week lows 

(Green).  As you can see the rally from the lows in 2016 was broad based as the blue line continued to trend 

higher as we hit new highs.  However, we just recently reached new highs in the S&P 500 while the yellow 

circle shows that we have more 52 week lows than 52 week highs right now.   This raises some concern that the 

rally is getting much narrower and does not have the strength of the rally from last year.     

 

 
 

 



Additionally, a large part of the rally this year has been based on strong corporate earnings.  Last year we made 

the argument that in a Federal Reserve tightening cycle valuations should be dropping when in fact they were 

rising.  This year, however, we have reverted to a normal cycle with valuations dropping.  In fact, the positive 

returns this year are almost exclusively driven by corporate earnings strength.  Interestingly, as we approach 

2019 and the tax law sugar high rolls off, the below chart is showing estimates starting to come down for next 

year.  If valuations are dropping and corporate earnings are not as robust, stock return expectations should be 

tempered.   

 

   
   

 

The last thing I wanted to point out is that the market appears to be moving from one mania to another.  While 

many metrics are starting to look like the late 90’s, this makes these comparisons even more compelling.  Last 

year we had the crypto currency craze.  Because of the gains, any type of investment that mentioned “crypto” 

experienced fantastic gains.  So far this year, bitcoin alone is down over 50% with other crypto currencies 

fairing worse.  Now, cannabis has taken the reigns as the newest craze.  To put the craziness into perspective, 

below you can see that some cannabis companies are bigger than very well-known established companies with 

years of history.    

 

 



 

So far we talked about the risks of this market.  However there are plenty of positives as the economy is doing 

the best it has in a long time, there are plenty of jobs available, personal balance sheets are strong, and 

corporations are flush with cash.  The point is that there is a lot of risk in the market from money chasing fewer 

and fewer trades.  Bear markets are born from excesses.   This happened in 2008 from housing and excess 

credit, it happened in 2000 with dot com stocks.  It may not be crypto, cannabis, or FANG this time around, but 

having ultra-low interest rates for a long period of time has created excess liquidity. This liquidity has been 

great for financial markets and more recently the actual economy, but the risks are rising and it will not take 

much for the dam to break especially as the Federal Reserve continues to pull back on that liquidity.  Going 

forward, we expect modest gains in the market and continue to increase cash holdings for a 3-5% correction.  At 

some point in the near future the risks will outweigh the reward and we will be recommending getting more 

defensive.         

 

If you have any questions about our current portfolio positioning or would like some more data that backs our 

thesis, please contact me at 908-376-3041. 

 

Sincerely, 

 

 
 

Mark R. Painter, CFA 


