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CURRENT CLIMATE 

If this were a weather report the weathermen would 

say, “Cloudy and overcast with more of the same.” 

The global stock markets had a solid first quarter 

and the United States economy continued along 

with low growth. There are mixed signs of econom-

ic improvement while Europe slides into recession. 

The Federal Reserve’s objective of moving inves-

tors out of cash and into risky assets seems to be 

working temporarily. However, there is a price to 

be paid when asset prices get ahead of valuations. 

The rest of this article will articulate why we be-

lieve that the next 2-4 years are likely to be a low 

return environment. Candidly, we are waiting for a 

“Price Event,” which means a decline in global 

stocks. Only a price event can change the forecast-

ed level of returns to make them attractive. Markets 

can get extremely overvalued in the near term and 

if they do they only present even greater levels of 

risk for those that participate in them. It took about 

3 years after the late 90’s before the markets were 

able to correct the excessive prices in stocks. In 

summary, we are patient and risk-averse today. I 

hope that you find the rest of this article helpful in 

having a deeper understanding of the investment 

climate we find ourselves in today. 
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MY PERSPECTIVE 

I truly believe that one of the reasons clients hire 

advisors is for their perspective. Our education and 

experiences shape our beliefs and philosophy. I 

thought it would be insightful to share with you 

how my perspective has evolved. I started in the 

business in 1983, fresh out of college with my fi-

nance and accounting degrees. The world was ex-

citing and the stock market had started to rebound 

from the flat 1970’s. Interest rates on home mort-

gages exceeded 12% and it wasn’t uncommon to 

find a bank paying 9-14% for certificates. Divi-

dends from stocks averaged close to 5% and com-

panies sold at a low of only 8 times earnings. In-

vestment real estate was priced to achieve 9-10% 

cash returns. As I write this article I long for the 

good old days. For investors it was good, for bor-

rowers it was expensive. For the next 17 years a 

buy and hold approach worked because prices re-

mained below historical valuations. The market 

continued to rise and investors were compensated 

for owning risk-based assets such as stocks and real 

estate.  In the late 1990’s prices got ahead of valua-

tions and in 2000 the stock market topped out and 

subsequently declined by 50% over the next 18 

months, to more historical valuations. After the cor-

rection in stock prices, the market recovered and hit 

a new high in the fall of 2007 only to once again 

decline in the fall/winter of 2008. Since the bottom 

of March of 2009 we’ve seen a rebound through the 

end March in 2012.  

What these market gyrations have continued to 

reinforce to me is that the relationship between 

price and value is the starting point for assessing 

investment opportunities.  
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Time and again history has shown that no asset can 
be purchased at an excessive valuation and be a 
good investment. “Price” is the current valuation 
the market is placing on an asset. “Value” is what 
you are likely to receive for the asset in a normal-
ized market. As an investor, I need to know where 
the price of an asset is in comparison to its true val-
ue. If prices are low, then future return opportuni-
ties are high and subsequently risk is low. If prices 
are high compared to the asset's actual value, then 
my risk of losing money is high . 

Today I believe we find ourselves in moderately 
high to high price equity markets based upon his-
torical  valuations. This overvalued market creates 
challenges in trying to generate return. For exam-
ple, how does one generate a quality return from 
bonds if interest rates for the 10-year government 
bond are near 2%, yet historical rates are closer to 4 
to 5%? Likewise, how does one generate historical 
returns from stocks when the dividend yield is at or 
less than 2%, yet historical dividends are 
4%? Howard Marks, CEO of Oaktree Capital put it 
this way. “You simply cannot create investment 
opportunities where they’re not there. When pric-
es are high, it's inescapable that prospective re-
turns are low. That single sentence provides a 
great deal of guidance as to appropriate portfolio 
actions.” 

 

 

climate.  When you think of price I don’t want you 
to think in absolute terms but in what investors call 
a Price to Earnings Ratio (P/E ratio). For example, 
the stock price of McDonalds is at $100 per share. 
We call this the absolute price. This number tells us 
nothing unless we can compare it to the company’s 
earnings. If McDonald’s earnings per share were $5 
we would say that the Price to Earnings (Price di-
vided by earnings or $100/5=20) is 20. The P/E ra-
tio tells us how many dollars we are investing for 
each dollar of company profit. All things being 
equal, investors would prefer to buy stocks and 
businesses at low P/E ratios and sell them at high  
P/E ratios. Okay, so how does knowing the P/E ra-
tio help us understand the market climate?  The an-
swer is that low P/E ratios are typically followed by 
high historical return periods and that high P/E rati-
os have a lower probability of achieving good re-
turns as measured by the S&P 500. Let’s review 
Exhibit 1 at the bottom of the page. 

This exhibit measures the 10-year returns on the 

S&P 500 from Jan of 1950 to June of 2000. There 

were 606 separate rolling 10-year periods during 

this time frame. (Example: Jan of 1950 to Dec of 

1959 was one rolling period and Feb of 1950 to Jan 

1960 was the second and so on). I categorized them 

into the following “investment climates.” The first 

being periods where P/E ratios were under 10. This 

period is what I would call “Excellent Climate”. 

The second period is when   P/E ratios were be-

tween 10 and 15. I would call this the “Very Good” 

investment climate. The third period was when P/E 

ratios were 15 to 20. I called this period “Average” 

and the final period is when P/E ratios were 20 or 

higher and I called this period “Poor” for the below 
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Exhibit 1. 

HOW DO WE ASSESS THE MARKET  

CLIMATE TODAY? 

There are many methods to assess the market cli-
mate by estimating market valuations. But the sim-
plest is to evaluate current prices. Thus, price is the 
starting point in assessing the current investment  

 

Investment Climate Category  - Jan 1950- June 2000   
Investment 

Climate 
Avg 10 -Yr 

Return    
# of 10 Yr 
Periods 

% of Time 
in specific 
Climate 

# of Periods with 
returns higher than 

10% 
% of Periods at 
10% or greater 

Low P/E                                     (under 10) Excellent 15.96% 91 15% 91 out of 91 100% 

Moderately  Low P/E          (10 to 15) Very Good 14.78% 157 26% 151 out of 157 96% 

Average P/E                            (15 to 20)  Average 10.58% 188 31% 88 out of 188 47% 

High P/E                                    (Over 20) Poor 5.55% 170 28% 22 out of 170 13% 

AVERAGES/TOTALS     11.06% 606       
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average returns. After the “investment climate,” 

look at all of the columns in order. The “10-Yr Avg 

Return” column tells you the average return on the 

S&P 500 when the market was in each of the four 

climates. Note how as the  P/E ratio increased aver-

age returns declined. Hopefully this is logical to 

you, as making investments at lower prices general-

ly means better returns than making investments at 

high prices. I think you would agree with me that 

all of the averages for the first two climates are 

more than adequate returns. The final two columns 

illustrate how many of the 606 periods fell into 

each climate. Note that the lowest P/E climate had 

100% history of achieving returns of at least 10% 

while the highest P/E climate had only a 13% 

chance of having returns of at least 10%.  Can you 

now see how identifying the “investment climate” 

can help us determine what level of risk we are 

willing to take? 

WHERE ARE P/E RATIOS TODAY? 

There are three P/E ratios that we monitor. The in-
dustry tends to look at only the simplest of the three 
that is called “Forward Looking P/E.” This first 
method takes the stock market’s current price and 
divides the forecasted earnings over the next 12 
months to determine the “Forward P/E." I will use 
the S&P 500 index as an example. As I write, the 
price of the index is 1400 and forward earnings are 
forecasted to be about $100. Thus our P/E ratio is  
(1400/100=) 14.  

The second method is an average P/E ratio over a 
period of years. Dr. Shiller, of NYU publishes the 
CAPE ratio. CAPE stands for Cyclically Adjusted 
Price Earnings. It averages the P/E over the last 10 
years. The reason he uses an average or what is re-
ferred to a “smoothed” P/E ratio is that corporate 
earnings can fluctuate significantly year-to-year 
and we should use an average over time to get a 
sense of the P/E ratio. Today, the “smoothed” or 
CAPE P/E ratio is over 23. 
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The third method is similar to the first method. 
We use the S&P 500 future earnings forecast of 
$100 but then adjust it for profit margins. Profit 
margins historically average about 6%. If profit 
margins were 9% today, we would adjust the for-
ward earnings to assume profits revert to a 6% ra-
tio. In this example, we would assume that if profit 
margins were normally at 6% the S&P 500 earn-
ings should be closer to $70 and not $100. If we 
use $70 as future earnings we get a P/E ratio of 20 
(1400/70). This leaves us with three different P/E 
ratios; however, the last two are the most mean-
ingful. Look at Exhibit 2. The market main street is 
telling the investing public that stocks are reasona-
bly priced at today’s levels. This can be seen in the 
first line of Exhibit 2. However, the other two 
methods illustrate that the stock market is not at 
reasonable prices. 

 

 

 

 

 

 
 
WHAT IS HFG’S APPROACH IN  
THIS MARKET CLIMATE? 
 
Based upon our current discussion, you should con-

clude that the market climate is not attractive. Our 

firm uses a return forecasting method to estimate 

the likely return for every asset class that we moni-

tor. In a future paper I will go through the details. 

There are three primary factors in forecasting re-

turns. This article has gone through one of them 

illustrating the importance of P/E ratios. The other 

two contributors to returns are I (income) and G  

(growth of earnings). We know that interest rates 

and dividend yields on stocks are low. We also 

know that the economy is only growing at a 2% 

rate after inflation, again, historically low. When 

you combine low yields, with low growth and high 

prices you get a recipe for low returns.  
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P/E     Method 2012 

Estimate 

Historical  

Average 

Market    Climate  

Conclusion 

Forward P/E 14 13 Reasonable Prices 

CAPE 10-Yr  Avg P/E 23 16 Expensive Prices 

Profit Adjusted P/E 20 13 Expensive Prices 

Exhibit 2. 
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(Remember, the 2000 overvaluation of tech stocks 

and the 2007 overvaluation caused by high profit   

margins that inflated corporate earnings haven’t 

been erased from my mind).  For some eligible ac-

counts we maintain a 10-20% allocation to low  

leveraged real estate as well. (My perspective is to 

own low leveraged real estate because in the early 

80’s and in 2008 owning highly leveraged real 

estate harmed market investors). In closing, our 

investment management strategy isn’t to track the 

S&P 500 or some other index. Rather, we continu-

ally evaluate the markets to determine when poten-

tial returns are sufficiently high enough for us in-

vest. If no such return opportunities exist, we will 

be defensive, and in some situations we may  

be narrow in our asset class diversifica-

tion selection. It is important for you to understand 

that this isn’t a daily event of moving money. We 

are not market timing. We define market timing as 

making short-term investment decisions. Our ap-

proach still entails making long-term commitments 

to ideas and investments as long as TOTAL RE-

TURN is adequate. Our process is to continually 

assess the market climate. 

This is why in my last article (What’s Normal?) I 

emphasized that investors need to re-calibrate their 

expectations for portfolio returns. Today, we are 

forecasting low returns of 2-4% for large, medium 

and small cap stocks for the next 10 years. We be-

lieve that US Blue Chip stocks as a group are fore-

casted to achieve 6-9% returns, and thus are priced 

attractively enough for us to be buyers (not great 

buys but adequate). The former are not.  
 
We are also keeping an above-normal allocation of 

short and intermediate bonds to preserve capital. 

Remember my perspective. When I started my ca-

reer there were double-digit short-term interest 

rates. Because the Federal Reserve has kept short-

term interest rates at historically low levels, there is 

a high risk an individual holding long term bonds 

could suffer significant losses, even with only a 

nominal interest rate increase. If there is a severe 

increase, think double-digit interest rates, then the 

implications to a long-term bond portfolio would be 

disastrous.  We are not totally out of the stock mar-

ket, but we have limited our exposure to high  qual-

ity US blue chip stocks that pay dividends.  
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