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The Current View• The Current View

The Wall of Worry Steepens:

The market is up about 10% 

since its June lows, but 

many are skeptical and the 

list of things to be worried 

about is growing.

The Wall of Worry Steepens

As the old saw goes, the market “climbs a wall of worry”, meaning stocks often shrug
off bad news and move higher, at times defying logic. It is doubtful the market pros
that coined this saying envisioned quantitative easing, but one could argue the Fed’s
perpetual money printing has given the market a “ladder” to climb the proverbial wall
of worry.

Stocks have ignored several rounds of mediocre data and moved higher. Despite a 3%
pullback last week, the S&P 500 is + 10% since early June. Many short sellers have
been squeezed out of the market as the rally has trudged on. Could stocks continue
higher? Absolutely, and when a market appears universally despised that is often the
outcome. However, the wall of worry has steepened recently, and stocks will find it
increasingly difficult to climb higher. Below we highlight several issues that could
conspire to prevent stocks from breaking out above previous highs.

Lackluster earnings: The Q3 (ended September 30, 2012) earnings season has
been disappointing. Just over half of the S&P 500 companies have reported results
and several high profile industry bellwethers have missed estimates and/or provided
disappointing forward guidance, especially large tech companies such as Microsoft,
Google, IBM, Apple, and Cisco. Thus far, 37% of S&P 500 companies that have
reported have missed revenue estimates vs. the historical average of 19% and 15%
have beat revenue estimates vs. a 35% historical average. The most common factors
cited as reasons for missing revenue estimates were: (1) lack of demand due to fiscal
policy uncertainty; (2) weak Euro area economy; and (3) a continued slowing in
activity in China and other developing markets.

Despite the uncertainty plaguing companies and consternation over the fiscal cliff,
Wall Street analysts remain sanguine on 2013 earnings estimates. The current
consensus estimate for 2013 is $115 per share, representing a 13% increase over
consensus 2012 estimate of $102, derived by a 4% expected increase in sales and a
relatively robust net margin expansion to 9.6% from 8.9%. Given Q3 results and
recent economic trends, these figures seem quite optimistic, if not unrealistic. Stocks
do not seem overly expensive, but earnings momentum is clearly slowing and appears
to be weighing on equity valuations.
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• Another View

Impact of Various Election 

Scenarios: Markets are 

statistically indifferent to 

Republican or Democratic 

Presidents, but the election’s 

impact on the fiscal cliff will 

be significant.
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The Current View

The Wall of Worry Steepens continued…

China Despite recent marginal improvement in manufacturing activity and industrial
production, China economic activity is still decelerating rapidly. Real GDP growth
declined from 10.4% to 9.2% last year and is expected to fall to 7.6% this year. To be
sure, most countries would be very happy with such a growth rate, but the rate of
change and commentary from companies that export to China (i.e. Caterpillar) are
troubling. Many analysts have pointed to power consumption and cement usage
statistics as evidence the Chinese economy is slowing more rapidly than official
government data implies. Therefore, markets are acutely sensitive to incremental data
points, and stabilization around these levels would be a very positive sign for China
and the world. Further deterioration, on the other hand, would likely make it difficult
for export-driven companies and stocks around the world.

Poor market technical factors/complacency The S&P 500’s increase since the
June lows has been in spite of poor market “internals” or technical factors, including a
lack of strong leadership, lack of broad participation and new highs (breadth), weak
volume trends, and a frequent late afternoon fade in prices. A rise of this magnitude
not supported by strong technical readings, especially trading volume, is disconcerting
as it suggests the rally is vulnerable to a sell-off. Traders fret that when big volume
does return, it is usually on a day when the market is down. Moreover, volatility (VIX)
remains subdued by historical standards. The VIX remains below its long-term
average of 20 and well below levels reached in 2011. This suggests a level of
complacency has set in - potentially setting the market up for a sharp correction.
Finally, the market’s big star, Apple, has fallen significantly out of favor. Apple
represents 4.5% of the S&P 500’s total market cap and has accounted for 11% of the
S&P 500’s total return in 2012, yet the stock is off 14% in a month after dropping over
$100 per share from its recent high in September. Finally, short interest (the
willingness of market bears to bet stocks will decline) is at the lowest level in several
months, indicating many bears have been forced out of the market. This is often seen
as a contrary indicator as a high level of bearishness or short interest can be
interpreted as potential buyers. Thus, a low level of short interest indicates a dearth of
potential buyers and/or a surplus of potential sellers.



Tested. Trusted.October 2012

Investing and Wealth Management Insights

Hilton Head Island Office:

843-342-8800

Jason Allen, CFA

Tommy Arnold, CFA
Martha Anne McDonald, CPA

Asheville Office:

828-274-1542

John Kuhns
Garst Reese, CFA
John Rhodin, CFA, CFP®
Jon Vannice, CFP®, CTFA
David Whilden

Visit our website:
www.boysarnold.com

3333

Another View

Impact of Various Election Scenarios

As of this writing, most polls show the race for the Presidency is virtually tied or
percentages for each candidate are at least within the margin of error. Interestingly,
research shows that the impact on investment returns is not statistically significant
whether a Republican or Democratic President is elected. In general, returns have
been positive following elections regardless of the outcome. Since 1976, the average
12-month return after presidential elections has been 10% for Republicans and 10%
for Democrats.

Perhaps more important than the Presidential election is the outcome of the
Congressional elections. Most analysts agree that it is unlikely there will be a major
shift in the makeup of the House and Senate. Indeed, it appears likely that
Republicans will retain a majority in the House, and the Senate will be split with
chance for a slim majority by Democrats. Therefore, regardless of who wins the
Presidency, that individual will be forced to compromise with the other party to get
anything done. Recent history does not give one much optimism that compromise will
occur. If Obama (Romney) wins, will the Republican House (Democratic Senate)
simply dig their heels in further along ideological lines? Time will tell, but below we
summarize three scenarios developed by Goldman Sachs that seem plausible:
1. Obama or Romney win, but Congress remains essentially divided with a

Republican majority in the House and a slight majority for the Democrats in the
Senate. In this scenario, a reasonably likely outcome is that negotiations in the
lame duck session lead to a short-term agreement, where some or all of the tax
cuts are extended and decisions on major issues are pushed out or delayed
indefinitely. Goldman Sachs estimates this would result in a fiscal drag on GDP of
1.0% - 1.5%. This is their “mainline view.”

2. Obama wins and no agreement is reached in the lame duck session. Negotiations
between Congress and Obama continue and a deal is reached in January (possibly
applied retroactively). Goldman Sachs estimates this scenario could result in a
slightly greater drag on GDP than their mainline view above.

3. Obama wins and no agreement is reached in the lame duck session and
negotiations end. In this scenario, an agreement is not reached until a negative
catalyst, such as another debt ceiling crisis, forces Congress and Obama to work
together. Goldman estimates this scenario to be the worst case and that the fiscal
drag would equate to 2.0% - 3.5%, the lower end of which would cause a recession.
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Another View

Impact of Various Election Scenarios continued…

In each of the above scenarios, Goldman Sachs predicts at least a 1% fiscal drag on
GDP. We note that some analysts are predicting as much as a +0.2% impact to GDP
from rebuilding efforts in the wake of Hurricane Sandy, which will help mitigate the
impact of the fiscal cliff in the first quarter of 2013, but with an economy growing at
just 2%, a 0.8% drag will be significant and could cause us to just skirt a recession.

The worst case scenario would be no deal, not just because it causes the greatest hit to
GDP in the short-run, but because it would indicate government remains unwilling or
unable to compromise to achieve a grand bargain on debt reduction and tax policy.
One hopes that recent events in Europe will have convinced Congress and the
President that they need to act now, before our creditors force us to. Unfortunately, as
we witnessed with the first T.A.R.P. vote in 2008 and the debt ceiling debate in 2011,
markets often have to show politicians the way forward through a violent sell-off.


