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Climbing a Wall of Worry
Posted: 4/14/2011 by Dr. Claus te Wildt 

 

Today's market worries—and why they can create opportunities.
A healthy bull market needs to climb a wall of worry. That's one of my favorite Wall Street sayings.

The wall of worry theory holds that equity markets can only go up if new buyers or money comes into the market. As 
the illustration below shows, when we're in maximum euphoria there's no money on the sidelines, because "everybody" 
is already in. That's when equity markets can become riskier.

By contrast, the theory maintains that there’s opportunity when there's plenty of money on the sidelines, when investors 
are worried and tentative about putting their money into riskier investments.

Where are we now?
There's still a lot of money on the sidelines—in money market and saving accounts, CDs, or short-term bond funds—
currently yielding less than 1% according to Bankrate.com.

This historically high allocation to perceived "safe investments" is undoubtedly still due to the negative investor 
experience during the 2008 financial crisis, but also a reflection of today's political, economic, and environmental 
threats. Among investors' current worries:

Aftermath of the Japan earthquake

End of the Fed's second quantitative easing (QE2)

Rise in oil prices

Threat of inflation leading to higher interest rates

Sovereign debt crisis in Europe

Here's why I don't think they are enough to trip up this bull market.
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Aftermath of the Japan earthquake
Natural disasters, like Hurricane Katrina or the 1995 Kobe earthquake, have usually—from an economic impact 
perspective—been only regional events. This was initially true of last month's earthquake in Japan. At first, while the 
Japanese stock market went down significantly, European and U.S. equities were unaffected. It was the radioactive 
smoke from the nuclear reactors in Fukushima that was deemed "out of control" that spread fear to all equity markets, 
dragging them significantly lower. That drop, however, was temporary, and equity markets (including Japan's) recovered 
quickly. While the nuclear situation is still not fully resolved (and might not be for some time), it now seems that the 
global economic implications may be limited to minor supply chain problems in selected industries. In conclusion, just 
as Hurricane Katrina did not hurt the Japanese economy, so last month's earthquake in Japan, as bad as it was, has not 
threatened ours.

End of QE2
Many blamed the end of the first quantitative easing (QE1) for last summer's significant correction in the equity 
markets. Now some investors are worried that when the Fed ends QE2 in June, the markets will sell off in a similar 
fashion. I don't think that will be the case.

The timeline below shows that the end of QE1 didn't cause the drop in equity prices. Starting in mid-May, the S&P 500®

Index sold off about 17.1% in a little more than two months. In fact, the Fed's balance sheet started to shrink in March 
and QE1 ended in April. In my view, the mid-May equity market correction was triggered by the European sovereign 
debt crisis and the Flash Crash.

Secondly, the U.S. economy is in much better shape right now, and I think it should be able to handle a slightly less 
stimulative Fed (see chart below). Let's not forget that the Fed hasn't officially indicated that it's going to raise interest 
rates soon or shrink its balance sheet.



Page 3 of 6

Rise in oil prices
Unrest in the Middle East and North Africa in mid-February drove oil prices significantly higher and triggered an equity 
market correction that affected global markets. Overlaying the S&P 500 and oil prices (flipping the y-axis for oil prices 
upside down) shows a clear inverse correlation between oil prices and the stock market since the beginning of the year.

At first the stock market went up, as oil prices were flat with a modest softening bias. Then when the unrest spilled over 
from Tunisia and Egypt to Libya and Bahrain, oil prices spiked and caused a sharp drop in the equity markets.
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Of late, oil prices have stabilized and equity markets have recovered (and lost their strong correlation). What does this 
mean? I think the markets have accepted the continued unrest in the region and are assuming it's probably not going to 
impact oil supply in a significant way. The actual oil supply situation during the whole crisis has been very stable.

Crude-oil inventories held by the 34 countries that are members of the Organization for Economic Cooperation and 
Development (OECD) are at above average levels, with nearly 58 days of supply on hand versus an average of 53 days 
from 2005 to 2008.1

Spare production capacity, primarily in Saudi Arabia, is estimated to be more than twice the size of total Libyan 
production, and Saudi Arabia has already brought a portion of this online.

Libya is still exporting oil.

The Suez Canal has not closed.

This could change, of course, if the unrest were to spill over to Saudi Arabia or the United Arab Emirates, for example. 
The oil markets, however, appear to be telling us that supply shortages are unlikely.

Threat of inflation leading to higher interest rates
One of the most polarizing and fascinating debates in the investment community is about inflation. On one hand, the 
inflation camp claims it's already here, manifested in higher food and energy prices. The other camp believes that these 
price increases are temporary and that the long-term inflation picture is much more likely to be affected by significant 
overcapacity in most economic sectors (e.g., labor, real estate, and manufacturing), which is going to keep inflation 
muted.

I am in the price stability camp. When you overlay the year-over-year increase in labor costs with the year-over-year 
increase in prices, as measured by the consumer price index (CPI), inflation has never taken hold without wages rising 
as well (see chart below). With an 8.8% unemployment rate (as of 3/31/2011), I don’t think overall wage growth will be 
accelerating any time soon.

Secondly, for those, who believe that food and energy prices shouldn't be excluded from the CPI, history is interesting. 
Over the last 50 years, the increase in prices with or without food and energy has been virtually identical (see graph 
below).
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The sovereign debt crisis in Europe
Like the unrest in the Middle East and North Africa, the European sovereign debt crisis is likely to stay with us for a 
while. Having grown up in Germany, I find it hard to believe that the euro or the European community won't survive this 
crisis. I find it almost equally hard to believe, however, that none of the highly indebted European states will at least 
partially default. In my opinion, their debt levels are too high to be mitigated through austerity measures. That said, I 
am comforted by the fact that fixed-income markets seem to have already priced in a high probability of default.

Let's compare the three-year yields of Irish and Greek debt (chart below). It trades at the same level as or higher than 
C-rated high-yield U.S. debt. And 40% of high-yield companies in the United States rated CCC or below default within 
three years, according to Moody's. I would assume that investors in Irish debt have similar expectations and that the 
financial assumption of investors in Greek debt must be even more negative.

My conclusion
There are plenty of things for investors to worry about right now, but bull markets typically have to climb a wall of 
worry. While these dangers are real, I believe that most of these risks are well understood by the market and, for the 
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1. Department of Energy, Energy Information Agency, FMRCo. (MARE) as of 12/31/2009.

The Organization for Economic Co-operation and Development (OECD) countries include: Australia, Austria, Belgium, Canada, Czech 
Republic, Denmark, Finland, France, Germany, Greece, Hungary, Iceland, Ireland, Italy, Japan, Korea, Luxembourg, Mexico, Netherlands, 
New Zealand, Norway, Poland, Portugal, Slovak Republic, Spain, Sweden, Switzerland, Turkey, United Kingdom, and the United States.

Stock markets, especially foreign markets, are volatile and can decline significantly in response to adverse issuer, political,  regulatory, 
market ,  or  economic developments.

In general,  the bond market is volatile,  and fixed income securities carry interest rate risk. (As interest rates rise, bond prices usually 
fall ,  and vice versa. This effect is usually more pronounced for longer-term securities.) Fixed income securities also carry inflation risk 
and credit  and default  r isks for both issuers and counterpart ies.  Unlike individual  bonds,  most  bond funds do not  have a maturi ty date, 
so holding them until  maturity to avoid losses caused by price volatil i ty is not possible. Lower-quality debt securities involve greater 
risk of default  or price changes due to potential  changes in the credit  quality of the issuer.

As with al l  of  your investments through Fidel i ty ,  you must  make your own determination whether an investment in any part icular 
security or fund is consistent with your investment objectives,  risk tolerance,  f inancial si tuation, and your evaluation of the 
investment option.  Fideli ty  is  not  recommending or endorsing any particular investment option by mentioning i t  in this  presentation 
or by making i t  available to i ts  customers.  This information is  provided for educational purposes only,  and you should bear in mind 
that  laws of  a part icular state and your part icular si tuation may affect  this  information.  There is  no guarantee the trends discussed 
here will  continue. Investment decisions should take into account the unique circumstances of the individual investor.

Past performance is no guarantee of future results.  I t  is  not possible to invest directly in an index or average. Index performance is not 
meant to represent  that  of  any Fideli ty mutual  fund. 

The views expressed in this statement reflect those of Dr. Claus te Wildt as of April 13, 2011, and do not  necessari ly represent  the views 
of Fidelity or any other person in the Fidelity organization. Any such views are subject to change at any time based upon market or 
other conditions and Fidelity disclaims any responsibili ty to update such views. These views may not be relied on as investment advice 
and, because investment decisions for a Fideli ty fund are based on numerous factors,  may not be relied on as an indication of trading 
intent on behalf of any Fidelity fund.

The S&P 500 Index is a market capitalization–weighted index of 500 common stocks chosen for market size, l iquidity, and industry 
group representation to represent U.S.  equity performance.

The Merril l  Lynch High Yield Master Index consists of fixed-rate,  coupon-bearing bonds with an outstanding par that is greater than or 
equal to $50 mill ion, a maturity range greater than or equal to one year,  and a rating less than c but not in default . 

S&P 500 is a registered service mark of the McGraw-Hill Companies, Inc. 

Fidelity Investments & Pyramid Design is a registered service mark of FMR LLC. 

Not FDIC Insured. May lose value. No bank guarantee.
Not NCUA or NCUSIF insured. May lose value. No credit union guarantee. 

Fidelity Investments Institutional Services Company, Inc., 100 Salem Street, Smithfield, RI  02917

most part, priced in. Yes, we have plenty of worries right now, but we also have a solid fundamental backdrop—a 
strengthening domestic economy, attractive equity market fundamentals, and plenty of money on the sideline—that 
might end up being the stronger force.
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