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I. First-Quarter Equity Market Recap 

With only a slight 3% correction during the quarter, the stock market continued to hit record 
highs, with the S&P 500 up 6% for the quarter. The technology, healthcare and utilities 
sectors paced the market higher, while oil & gas, telecommunications and consumer 
services stocks lagged. Financials, the driving force behind the fourth-quarter 2016 returns, 
posted only a modest gain of 0.7% for the quarter. 

  

Domestically, large-cap names were the winners for the quarter, with mid- and small-cap 
stocks rising only 4% and 0.8%, respectively. European and emerging-market stocks outpaced 
gains in the U.S. for the first time in a number of years, as investors played to the relatively 
more attractive valuations in those markets. 

Investor focus for the second quarter is turning to whether political developments will cloud 
the brightening global economic outlook. President Donald Trump’s setback on his flagship 
healthcare bill has cast a shadow on his broader fiscal agenda, while French elections could 
be a litmus test for the rise of European populism. 
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OUR	MISSION
Smith Shellnut Wilson  is  a  registered  investment adviser*  specializing  in managing 
investment  portfolios  for  banks,  individuals,  corporations,  foundations  and  public 
entities. Smith Shellnut Wilson offers its clients skilled investment management and 
unremitting  client  service.  Smith  Shellnut Wilson  is  dedicated  to  the  premise  that 
client relationships and performance, not transactions, are the ultimate goals. 
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II. First-Quarter Bond Market 
Recap 
 

The U.S. Treasury curve flattened slightly during the 
quarter with 2-year notes rising 7 basis points and 30-
year bonds falling 4 basis points. The 30-year treasury 
rate reached a high of 3.20% (the highest close since 
June of 2015) before falling back to the March 31st 
close of 3.02%. 

The Fed increased overnight rates by 25 basis points 
during the quarter despite the lack of any obvious 
signs of improved GDP growth.  Chair Yellen noted 
that “GDP is a pretty noisy indicator” while 
acknowledging that “the data have not notably 
strengthened.”  Further, Chair Yellen was careful to 
point out that the increase in rates was a continuation 
of the Fed’s gradual tightening and did “not reflect a 
reassessment of the economic outlook or of the 
appropriate course for monetary policy.” The futures 
market points to 2 more rate hikes in 2017. 

Globally, interest rates remain at historically low levels 
even with US interest-rates beginning to climb.  As of 
quarter-end, the German 10-year yield was 0.33% and 
the Japanese 10-year yield was 0.07%, compared to the 
US 10-year yield of 3.02%.  The disparity between US 
rates and international rates promises to be unsettling 
to international trade flows. 

 

III. Why You Should Be 
Optimistic About Stocks 

 

By Charles Lieberman, published in, “Bloomberg News” 
 

There is no shortage of pundits, advisers, analysts, 
strategists or alarmists who warn that stocks are 
overvalued and that a sizable setback could occur at 
any time.  

Sure, something could occur at any time, or no 
particular time, simply because stocks are volatile and 

subject to the discontinuous ebb and flow of investors’ 
risk appetites that can change on a dime. Nonetheless, 
stocks aren't badly overvalued. Rather, they seem 
reasonably close to fair value. As for the future, many 
factors may emerge that can increase or decrease the 
attractiveness of stocks, albeit with more potential 
positives than negatives. So on balance, there's reason 
to be cautiously positive on the equity-market outlook. 

It has been widely noted that stock indexes such as 
the S&P 500 have risen sharply from the lows of March 
2009, that they have set record highs, and that they 
have increased for eight consecutive years. If these 
facts don’t suggest stocks are expensive, what could? 
Yet none of these facts speak to whether stocks are 
expensive or cheap; they only show that stocks are 
more expensive than they were in 2009. The facts 
cited above provide no suitable benchmark to judge 
the market. Since March 2009, corporate profits have 
also increased quite sharply. So although stock 
indexes are at  record  levels, valuations are not. And 
that’s the only sensible criteria by which to judge 
whether the stock market is expensive. 

The price-earnings multiple is one key metric to judge 
valuations, though it suffers from some weaknesses. 
Since 1954, the S&P 500 P/E trailing multiple has 
averaged about 16.6. But this encompasses very high 
P/E periods, such as the 1950s and the 1990s and 
exceptionally low P/E periods, such as the 1970s. 
Using a simple average treats radically different 
periods equally, which is simplistic, naïve and wrong. 

While the current market P/E is somewhat above 
average, that average is a meaningless mix of high 
and low interest rates and P/E multiples over very 
different economic environments. As anyone who has 
ever worked with a dividend discount model 
understands, high interest rates imply low P/E 
multiples and low interest rates imply high equilibrium 
P/Es. If we focus on those periods when inflation and 
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interest rates were low, as they are today, the implied 
equilibrium P/E multiple is well above the historical 
average, but also above the prevailing multiple in 
today’s market. Indeed, with interest rates still close to 
record lows, the appropriate equilibrium for the 
market’s P/E multiple should be high. 

That is decidedly not the case. Investors remain 
implicitly nervous about stocks, as indicated by 
surveys of investor sentiment after the collapse in 
2008 and early 2009. Investors simply will not accord 
the stock market the P/E multiple implied by prevailing 
interest rates. And this nervousness is also evident in 
the relatively high P/E multiples assigned sectors 
widely regarded as less cyclical and safer, including 
consumer staples, utilities, healthcare and telecom. 
Sectors that are regarded as riskier are priced at much 
lower price-earnings multiples, reflecting that cautious 
investor attitude. 

Investor caution is also evident in the bond market. 
Yields on Treasury bonds, the safest asset class of all, 
do not compensate investors for the inherent risk of 
those instruments. The 10-year Treasury yields about 
2.4 percent. For an investor with a tax rate of 33.3 
percent, the after-tax return of 1.6 percent is well 
below the rate of inflation of the core and total 
consumer price indexes, and about equal to the Fed’s 
preferred personal consumption deflator of 1.7 
percent, yet below the Fed’s 2 percent policy objective. 
If the Fed gets its wish -- and one of the cardinal 
lessons of investing is that you should never fight the 
Fed -- investors who own 10-year Treasuries will earn a 
negative real return after taxes for the next 10 years 
relative to the lowest available inflation measure.  

They are already losing money relative to all the other 
inflation measures. The willingness of some investors 
to own Treasuries instead of corporate bonds or 

stocks can only reflect the ongoing fear of these 
investors to invest anywhere else other than the 
absolutely safest investment that exists. If the Fed 
normalizes interest rates significantly over the next 
several quarters, these investors will suffer sizable 
capital losses far greater than the modest yields they 
earn while holding these bonds. In our judgment, such 
bonds offer quite a bit of market risk with little yield 
as compensation. 

Some might argue it is better for investors to focus on 
the return of their capital than to seek a return on 
their capital. But, this cannot be the prevailing 
objective of the collective of all investors for many 
years at a time. This condition can only reflect an 
ongoing high level of fear that has prevailed ever since 
2008. Indeed, investor fears were also elevated for 
years after the Great Depression during the 1930s. 
The risk of such a catastrophic collapse has long since 
faded, however, some pundits actively employ a 
business model of forecasting an impending 
depression in the hope they will be proven correct 
once in their lifetime. 

Oddly, being wrong has not inhibited them from 
earning a very good living by selling books and 
subscriptions that prey on the fears of individuals, not 
by managing portfolios. So, prevailing interest rates 
and equity pricing reflects the ongoing caution on the 
part of many investors and the distortions created by 
the Fed’s quantitatively expansionary monetary policy. 
As the Fed normalizes interest rates, pricing should 
revert to more appropriate levels. In this context, 
stocks are fairly valued and bonds are quite expensive. 

All of this is subject to change, of course, depending 
on the policies of the Trump administration. Increased 
spending on defense and infrastructure should bolster 
economic growth and corporate profits, and any 
reduction in corporate tax rates would make stocks 
cheaper overnight. Barriers to trade and deficit 
spending could slow growth and increase inflation and 
interest rates, hurting stock valuations. At the 
moment, you should favor stocks over bonds, 
especially those with longer maturities. 

Charles Lieberman is chief investment officer and founding 
member at Advisors Capital Management LLC. 

The source of the information in this commentary is Bloomberg 
News unless otherwise noted. 
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