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Climbing A Wall of Worry 
 

The third quarter of 2017 was highlighted by unfavorable seasonal effects and a steady stream of nerve 

wracking geopolitical developments, but despite a challenging environment world equity markets 

persistently fought off short-term jitters and closed out the quarter solidly in the green. Commodities 

markets also bounced back in the third quarter, and fixed income found a way to post positive returns as 

investors continued to demonstrate an appetite for both credit related yield and safe-haven plays to 

hedge portfolio risks. 

 

Those who stayed invested during the third quarter were amply rewarded for doing so, but as markets 

climbed higher the risks of an overvalued market rose in tandem. With the fourth quarter looming, 

investors must decide if they should remain fully in-vested, or start to pull back after the unusually 

strong run this year. 

 

Plenty to Worry About 
 

Bull markets climb a wall of worry, and the current market run since February 2016 is no exception. In 
the U.S., the business cycle is now the third longest on record, which is leading investors to naturally 
question how long this expansion can persist. The Federal Reserve is slowly raising interest rates and 
some are beginning to wonder whether the economy is strong enough to withstand additional monetary 
tightening given that growth rates are still low and inflation seems non-existent after years of easy 
monetary policy. Geopolitical news flow has kept investors on edge all year given ongoing investigations 
into the Russian involvement in the U.S. election, constant infighting within the GOP, and intermittent 
saber rattling between the U.S. and North Korea. Severe hurricanes, poor seasonality, and ultra-low 
volatility in markets also served to heighten anxiety over the most recent quarter. 
 
Within a sea of worries, perhaps the most fundamentally driven concern today is that stocks appear to 
be significantly overvalued from a broad index perspective. Valuation is often a terrible timing indicator, 
but has tended to be a very good predictor of longer-term market returns, so investors are right to 
wonder if the index driven bull market that has performed so brilliantly is poised to leave investors 
disappointed when looking out over the next five to ten years. 
 

Scaling the Wall of Worry on Synchronized Cyclical Strength 
 

Despite numerous risks to the market, the good news is that there are some solid reasons to believe 
that the cyclical bull market is not ready to awaken the hibernating bear just yet. Perhaps the most 
encouraging reason is that the macro fundamentals have been firming, and for the first time in many 
years it appears that the global business cycle is in the midst of a synchronized upswing. In the U.S., the 
chronological age of the cycle is well advanced by normal standards, but at the same time, the low 
trajectory of growth in recent years means that the typical late cycle pressures that usually conspire to 
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topple economic expansions have not yet materialized. Additionally, credit and financial conditions have 
been supportive and the rest of the world has firmed and is pushing growth in an upward direction 
(rather than dragging it down). In 2017, Europe, Japan, and many emerging market economies have 

enjoyed improving growth profiles all year, which has created a positive global feedback loop that is helping to 
support the aging U.S. expansion. The overall improvement in world growth fundamentals has also been 
accompanied by dormant inflation across the globe, which is allowing businesses worldwide to benefit 
from some improvements to top line growth without a commensurate hit to the bottom line that is 
usually associated with rising cost pressures. 

 
The stable and improving growth profile combined with contained inflationary pressures has created a 
short-term goldilocks scenario for the profit cycle, which has fundamentally underpinned the rise in 
equity prices around much of the world. While some discount the latest move in stocks as nothing more 
than a bubble based on hope and hype, in our view there are plenty of sound fundamental reasons that 
are helping this cyclical bull market march on. 
 
Furthermore, there are other reasons to continue to be cyclically constructive on markets. The 
possibility of tax reform/cuts in the U.S. is picking up, and if legislation passes and strongly resembles 
what has been initially proposed, that could be a game changer for many businesses that would see an 
immediate increase in after-tax profits. Despite poor valuation at the index level, we also feel there are 
still specific sectors and industries—and select countries globally—that still offer attractive relative 
value. Since our investment process provides the flexibility to seek out value where we find it across the 
globe, we believe there is still ample opportunity to enjoy this bull market while the fundamental 
backdrop supports being a participant. 

 

International Markets:  Is the Worm Finally Turning? 
 

Through the first three quarters of the year, foreign equity markets have outpaced the U.S. for the first 
time in a long time. Does this resurgence have legs or is it just a temporary phase? While we can’t be 
sure that international performance will continue to outperform the U.S., we are beginning to grow 
more confident that the current move towards international investing may represent a longer-term 
trend change. 
 
One of the traits in favor of foreign market exposure is a more attractive valuation profile than here in 
the U.S. This gives international investors an added margin of safety, and implies that from today’s 
levels, there is a chance to generate more returns in overseas markets than in the U.S. market over a 
long-term time horizon. Additionally, global central banks are growing more accommodative when 
compared to the U.S. In stark contrast to the Federal Reserve—which is already slowly raising short-
term interest rates and beginning to reduce the size of its balance sheet—the European Central Bank is 
just beginning to think about winding down their quantitative easing program with no plans to raise 
rates anytime soon, and Japan continues to pour stimulus into the system unabated. 

 
As described, world fundamentals have picked up and are supporting earnings across many 
international markets, some of which are outpacing growth levels in the U.S. Japan is a good example of 
an international market that we currently favor based on improving fundamentals, very cheap relative 
valuations, and a central bank that continues to take a hyper accommodative approach to monetary 
policy. If we are correct that international markets are starting to assume leadership, then this could be 



the beginning of a longer-term change in trend away from the U.S., since previous historical examples 
suggest that these phases can continue for multi-year periods once they begin to gather momentum. 
 

Current Positioning 
 

Portfolio asset allocation is very close to benchmark levels across the policy spectrum, but we have been 
slowly increasing underlying cyclicality by rotating into sectors of the market that we believe offer more 
value and upside in an environment of improving world fundamentals. Given cheaper valuations and 
signs that relative trends may be turning in favor of international markets, portfolios will begin to rotate 
to a slight underweight to U.S. equity exposure and an over-weight to internationals, which is 
concentrated in Japan and Europe for now. 
 
From a fixed income perspective, portfolios are positioned to be moderately underweight to interest 
rate sensitivity and overweight to credit and alternative positions in anticipation of rising interest rates 
as growth picks up and the cycle matures, which should cause somewhat higher inflation moving 
forward. 
 

Conclusion 
 

Bull markets are prone to climbing a wall of worry and we don’t believe this time is any different. Our 
current view is that improving world fundamentals have had a lot to do with the current market run and 
should continue to support earnings and the ongoing cyclical bull market that has been in progress since 
February 2016. But we also acknowledge that there are legitimate risks to owning the market at high 
valuation levels, and that even the most fervent bulls should steer clear of overreaching for returns. 
With the fourth quarter upon us, we will likely maintain portfolio volatility at slightly above benchmark 
levels and continue to scour the globe in search of pockets of relative value that exist within a generally 
expensive world. 
 
Despite the wall of worry confronting the bull market, we are trying to enjoy this period of relative calm 
and the wealth creation that comes from a healthy cyclical rally. We don’t think it’s time to pull in the 
reigns just yet, but we will remain vigilant and ready to down-shift should warning flags start to appear. 
 
And as always, we are grateful for the opportunity to continue to serve as your trusted advisor. 
 
 
Loyd J. Stegent, President 
Stegent Equity Advisors, Inc. 


