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If You Don’t Have the Time or Interest to Read the Rest 
 

 Traditional valuation metrics like price / earnings (p/e) multiples suggest that 
stocks are richly priced. 

 However, since we are in a low-interest rate environment, multiples arguably 
should be higher than historical norms. 

 Over the next few years we think interest rates will drift higher and stock 
market p/e multiples lower.  The net effect is that stocks will generate better 
returns than bonds or money market funds, but the returns will be lower than 
the historical average. 

 Investors should be disciplined about re-balancing their portfolios.  This will 
cause them to sell when stock prices are rising (high) and buy when stock 
prices are falling (low).  Buy low, sell high! 

 
 
As we are writing this note, the major market averages continue their ascent to 
record highs.  The Dow Jones Industrial Average, the S&P 500 and the NASDAQ 
Composite indices are all pushing into uncharted territory.  One should note that 
corporate profits are also near record levels so new highs in the market averages 
are not in and of themselves a cause for concern. 
 
In fact, valuations are a notoriously poor timing tool for the stock market.  The 
British economist John Maynard Keynes once opined, “Markets can remain irrational 
longer than you can remain solvent.”  Individual stocks, or entire markets, can 
remain significantly over- or under-valued for extremely long periods of time.  It 
normally takes a catalyst to kick start the market back toward normal valuation 
levels.  What that catalyst will be, and when it will occur, is anybody’s guess. 
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Stocks are Richly Priced by Absolute Metrics but … 
 
By most traditional metrics, stock prices are relatively expensive.  The price-earnings 
(P/E) ratio for the S&P 500 is 24.2 times earnings compared to a long-term average 
of 17.0 times earnings.  Other valuation metrics are similarly extended.  Does this 
mean that that the stock market is headed for a fall?  Not necessarily. 
 
 
… Are Reasonably Priced in a Low Interest Rate World 
 
Investing is a process of evaluating one opportunity versus other alternatives.  
Interest rates are one of the most important factors that influence P/E 
multiples.  In the early 1980s the S&P 500 Index sold for less than 8 times 
earnings.  Why?  The yield on long-term U.S. Government bonds was 15.8 percent.  
Today, the yield on long-term government bonds is about 2.5 percent and the S&P 
500 Index sells for more than 24 times earnings. 
 
The relationship between interest rates and P/E ratios is like the two ends of a teeter 
totter; when one goes up, the other goes down.  When interest rates are unusually 
low, P/E multiples should be relatively high! 
 
 
Price Earnings Multiples will Compress but … 
 
We believe that over time, interest rates and P/E multiples will revert toward 
their means (averages).  Typical of somebody who has taken an economics class, 
the previous sentence is filled with a lot of “weasel words.”  Let us explain … 
 
The first qualifier is the phrase, “over time.”  Nobody has ever been able to predict 
short-term fluctuations in interest rates or the stock market with any degree of 
precision.  The best one can reasonably hope for is to be directionally correct over 
several months … to a few years. 
 
The second qualifier is, “interest rates and P/E multiples will revert toward their 
means.”  The use of the word “toward” is intentional.  We did not use the word “to.”  
It is quite possible that interest rates will not fully revert to their pre financial 
crisis levels for a very long time.  Nevertheless, it is possible that the yield on 10-
year U.S. Government bonds could rise from 2.4% to 3.0% or 3.5% in the next year 
or two or three. 
 
 



 
 
 
 
 
 
March 3, 2016 Page 3 
   
… Corporate Profits Will Expand 
 
Of course the other element of stock valuations that we have not mentioned is the 
earnings of the companies represented in the stock market indices.  Earnings 
growth is surprisingly consistent over decade-long periods.  Over the course of 
a couple of business cycles (about 10 years), earnings for corporate America have 
grown at an average of about 6% per year.  Decades with faster earnings growth 
were characterized by above-average rates of inflation.  The reverse was true for 
decades with slower earnings growth. 
 
Economic output and corporate profits are largely determined by two things:  
The number of people working and their productivity.  As long as the number of 
people working increases, economic output and corporate profits will increase.  
Improved productivity also boosts economic output and profits. 
 
Our base case for the stock market is that corporate profits will increase at a rate of 
about 6% per year over the next 5 to 10 years.  Dividends will add a couple of 
percentage points so let’s assume that stocks will produce a total return 
(appreciation plus dividends) of 8% per year before any changes in P/E multiples. 
 
As readers may have surmised, we expect that P/E multiples will be lower 5 or 10 
years from now.  How much lower and how rapidly they will contract is anybody’s 
guess.  Let’s just say that stocks are likely to produce returns somewhat less than 
8% per year versus a long-term average of 10% per year. 
 
On a more optimistic note, compound earnings growth of 6% per year is a powerful 
force working in favor of investors.  Earnings of $100 today will be $134 in 5 years 
and $179 in 10 years.  Earnings growth will offset the effect of compression of P/E 
multiples. 
 
As for our current investment strategy, we would advise investors to be 
disciplined about re-balancing to their long-term asset allocation percentages.  
Most likely balanced portfolios, consisting of both stocks and bonds, have become 
top-heavy in equities due to the appreciation of the stock market. 
 
For investors who find themselves under-invested, we advocate a dollar-cost-
averaging strategy.  Invest a portion of your money now and another portion in two 
or three months.  Continue with this process until you reach your target allocation in 
6 to 18 months. 
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Stock market returns between 1982 and 2000 were fueled by the one-two punch of 
rising profits and rising P/E multiples.  Rising multiples were a by-product of falling 
interest rates.  Going forward we expect that corporate profits will continue to 
improve but compression in P/E multiples will be a headwind for returns from 
common stocks. 

 
 Chart courtesy Ned Davis Research 
 
  
 
Foothills Asset Management is a fee-only investment advisor.  We create sensible 
strategies and manage portfolios to help our clients achieve their financial goals 
while sleeping well at night.  If you or somebody you know would like to have a no-
pressure discussion about their investment needs, please call Keith Wibel at 480-
777-9870.  There is no cost or obligation. 
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DISCLAIMER 
The data and analysis in this report has been obtained from sources believed to be 
reliable; however the accuracy or completeness cannot be guaranteed.  Nothing in 
this report should be construed as an investment recommendation.  All opinions 
expressed are subject to change without notice.  Foothills Asset Management, its 
owners, officers and employees may have investments in securities mentioned in 
our reports.  Foothills Asset Management, its owners, officers and employees shall 
not have any liability for loss sustained anybody who relies on or acts on this 
information.  You should do your own due diligence or consult with your financial 
advisor to determine the suitability of any opinions with respect to your own financial 
situation.  Information contained in this report is based on historical data and past 
performance is not a guarantee of future results. 


