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WHAT REALLY MATTERS WHEN IT COMES 
TO INVESTING? 

I selected this heading for this quarter’s invest-
ment summary because quite often I’m asked by 
clients “What is going to happen to the econo-
my?” Recently, I’ve returned the question with a 
question. “Why do you ask?” The general reply 
with an occasional look of surprise is “Doesn’t the 
economy have something to do with my invest-
ments?” And the answer is yes; the economy 
affects your portfolio return. However, this leads 
to the next question: “Do we need to be able to 
forecast macro events to become excellent inves-
tors and is it possible to forecast the economy in 
the near term?” In my humble opinion economic 
forecasting is a not a requirement. Granted, it 
would be valuable if one had the canny ability to 
predict the direction of the economy. As for fore-
casting major economic events, economists joke 
that the last person who called the most recent 
event correctly predicted 10 of the last 4 reces-
sions. In other words, economic forecasting can be 
a mine field of inaccuracy. So if forecasting the 
economy is off the table, what really matters? I 
believe what matters is having the wisdom to 
know the difference of the known versus the un-
known. 

“It ain’t what you don’t know that gets you into 
trouble. It’s what you know for sure that just ain’t 
so.”  Mark Twain 

 

THE UNKNOWNS 

1. Macro Economic Forecasting: We’ve found no 
economist that has a record of forecasting global 
macro events successfully enough to determine 
our overall portfolio strategy. I don’t want you to 
think we are agnostic to evaluating economic data. 
That would be a wrong assumption. We assess the 
current economy to give us a sense of the climate. 
For example,  because of the European banking 
crisis we have limited our exposure to European 
investments. We are aware of the historical conse-
quences of slower economic growth for countries 
that have a Debt to GDP ratio that exceeds 100%. 
But by and large it is a secondary piece to our asset 
allocation strategy. What is the primary considera-
tion?  Read further under “What We Know”. 

2. We do not believe anyone can predict short-
term market or interest rate changes. There are 
too many random economic and political events 
that materialize unexpectedly. This too is un-
known. 

3. When market conditions are bullish or bearish 
we do not believe we can determine how long 
they will last. In our opinion, excessive stock mar-
ket valuations are a bullish environment headed to 
a bear ending; but, we don’t know when the 
change will occur. The same can be said for low 
stock market valuations. They happen in a bearish 
environment but should lead to a bullish market. 

4. The best performing asset class year to year will 
be unknown. That doesn’t mean that we don’t 
have confidence in selecting asset classes that will 
perform well over 7-10 years.  In our opinion any 
forecasting with a time frame of less than 7-10 
years is guess work. 

 



Price is what you can sell the asset for today; value 
is what you would likely sell it for in the future in a 
normalized environment.   

5. TOTAL RETURN CALCULATIONS: Using the formula 
for Total Return we believe that we can reasonably 
estimate returns for asset classes out 7-10 years 
based upon the three components of return. The 
three components are Income, Growth of Earnings 
and Price Change. The change in the price compo-
nent is calculated by dividing the ending P/E ratio by 
the beginning P/E ratio and factoring the number of 
years the asset was owned. * A future article is in the 
works to illustrate the math. 

6. We know the historical risk premium of asset 
classes. The risk premium is the incremental return 
that should be earned by owning higher risk invest-
ments. This is a universal acceptance in finance. Bor-
rowers with higher credit scores (lower risk) pay low-
er interest rates while borrowers with lower credit 
scores (higher risk) pay higher interest rates. So what 
defines risk in comparing asset classes to each oth-
er?  In our context the unpredictability of return year 
to year is defined as risk. You have heard this called 
volatility. In summary each asset not only should 
have a positive return opportunity to be included in a 
portfolio, but riskier assets should have an additional 
return which we call risk premium. 

So, what really matters in investing?  It really boils 
down to primarily four things. First, know your client. 
Understand their objectives, tolerance for risk, in-
vestment time horizon and most of all know their 
cash flow requirements from their portfolio. Second, 
understand the intrinsic value of the investments we 
own. Remember, price doesn’t necessarily mean val-
ue. Know the sales, historical profit margins and P/E 
ratios of the asset classes we are willing to include in 
our client’s portfolio. Third, be aware of the econom-
ic and market climate. Is the economy growing or 
contracting?  What is the health of global govern-
ments?   Finally, develop a diversification strategy 
that factors in the client’s need for sustainable cash 
flow with the current market climate. 

 

 

WHAT WE KNOW 

1. We know our client’s portfolio cash flow needs. 
This supplemented with the client’s investment time 
horizon are important factors to develop a suitable 
portfolio strategy. We acquire this information dur-
ing our initial meeting and update it through future 
review meetings. As you can imagine, managing cash 
flow distributions is challenging in a low return envi-
ronment. 

2. We know the earnings and profitability of the 
asset classes that we own. For example, we know 
the estimated sales for the stocks in the S&P 500. 
This information in turn is used to estimate corpo-
rate profits and earnings. We also know the current 
and historical profit margin of US companies. Why is 
this important? Because stock values are a function 
of corporate earnings. The progression of business 
worth starts with sales. Earnings come from sales 
and earnings create equity. Equity is value.  

3. We know what investors have historically paid 
for earnings. Remember, businesses or stocks are 
valued at a multiple of their earnings. This should 
make sense because why would an owner sell his 
business for one year’s profits? The same goes for 
investment real estate. A property is worth a multi-
ple of its annual rental income.  Why is this infor-
mation important? In 2000 tech stocks inestors over-
paid for tech stocks when they purchased them for 
30-100 times earnings while historical P/E ratio 
ranged from 6-20 for the last century. It wasn’t sur-
prising to us that tech stocks as a group from 2000-
2009 had a negative return even though tech earn-
ings had increased during the decade. Investors over-
paid for the earnings. 

4. We know the intrinsic value of  assets.  This is the 
primary determinant of a portfolio strategy. Low val-
uations means lower risk and vice versa. By under-
standing earnings and what multiple of earnings 
(Price to Earnings Ratio) investors have historically 
paid for stocks, we can gauge current market condi-
tions. I’m reminded of a famous quote, “A cynic 
knows the price of everything and the value of noth-
ing.” Remember, price and value are not necessarily 
the same.  
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MARKET CLIMATE 

Financial markets have declined slightly from the 
end of March while energy prices have provided a 
welcomed drop in gas prices at the pump. Equities 
as measured by the S&P 500, MSCI EAFE and the 
Russell 2000 were down respectively 2.90%, 6.85% 
and 3.51% for the quarter. However, all of these 
indices are up 3-9% for the year. Interest rates are 
essentially 0-1% for treasuries with maturities of 7 
years or less. U.S. economic growth has stalled, un-
employment is sticky and our federal deficit contin-
ues to climb by over $1 Trillion each year. With all 
of the negative economic news it is surprising to 
us that stocks as measured by the S&P 500 contin-
ue to sell at 20 times Shiller’s P/E ratio (or the up-
per end of valuations). Historically this is unusual. 
We believe this can be explained by the Federal 
Reserve’s policy of zero interest rates. Investors are 
chasing risky assets in hope of higher returns.  
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In our last newsletter we illustrated when the 
S&P 500 sells for 20 times smoothed earnings, it 
is in the bottom quartile for future 10 year re-
turns. See Exhibit 1 below for historical returns. 
In summary we feel like a broken record stating 
our defensive posture hasn’t changed. We will 
maintain our position until investment valuations 
become more attractive. 

*Footnote: The price change of a stock for Total 
Return calculations compares the ending P/E ra-
tio with the beginning P/E. For example, if IBM 
was purchased in 2001 at a P/E of 20 and sold 10 
years later at a P/E of 22 the price change would 
be 10% over 10 years. (P/E 22 divided by 20 
equals 10%) The 10% change in price is amor-
tized over the 10 year holding period and 
amounts to about a 1% annual increase. 
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