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“If you don’t feel comfortable owning something for 10 years, then don’t own it for 10 minutes.” 

- Warren Buffett 
 
In the investment world it is fairly common to see forecasts. In fact, most major firms will publish 
expected returns over the next one year period. Turn on CNBC, and with regularity guests are 
asked for their targets for the Dow, S&P 500 Index, or for that matter the yield on the 10-year 
US Treasury bond.  The reason single-point forecasts are highly inaccurate is, by nature, 
forecasts require estimation, and in 
estimating, one introduces not only 
the likelihood of error, but the virtual 
certainty of it. It is for this reason that 
we prefer to observe and measure 
market-driven variables that cause 
return and normalize them for 
changes in the environment. In 
essence, we allow market-driven 
variables to do the forecasting.  Our 
charge is to ensure that what is being 
measured has not become skewed 
today versus its’ historical context, 
thus invalidating the exercise. We 
believe this makes us better in the 
long run.  However, even our method 
doesn’t make us perfect at single-
point forecasts.   
 
A decade ago at a predecessor firm, 
in the early months of 2005, we 
developed and published a thesis 
that equity returns would be 
negatively impacted by high 
valuations and subsequent falling 
(mean reverting) profit margins.  In 
this argument, we identified the 
contributing sources to equity returns 
and proved our work by tying each 
component into the long-term equity 
performance.  Our efforts in 
assembling the pieces of equity returns came within .01% of matching the actual observed 
return (ex post).  We then developed three models for projecting the next 10 years, with two 
models (Earnings Yield & Current Dividend) producing nearly the same outcome.   The third 
model, the one that was admittedly pessimistic regarding future returns, was the one that we 
considered most likely, given that it aligned with our thesis. Over the course of the next ten 
years (2005-2014), both valuations and profits fell in spectacular fashion, from record highs, 
back to and beyond average levels (Chart 2). Everything that we expected to occur actually did 
happen. We were 100% correct in our thesis, yet I stand here before you admitting that we still 
got it wrong. The reason we were incorrect was everything we expected in our thesis happened, 
but then completely reversed itself.  Valuations and profits fell from unreasonable, bubble levels, 
to and below fair-value before re-inflating to nearly identical bubble levels today (Chart 2). The 
model expected these variables to deflate and remain normal, not to re-inflate to previously 

 

 

 

The long term rate of return can be derived from inflation, 
dividends, growth of real earnings per share and multiple 
expansion or contraction.  This study was conducted in 2012 
and matches the actual observed return within one basis 
point. 

Indexes cannot be invested in directly, are unmanaged and do not incur 
management fees, costs and expenses. The payment of dividends is not 
guaranteed. Companies may reduce or eliminate the payment of dividends at 
any given time. Past performance does not guarantee future results. 



irrational levels. This invalidated our expected outcome even though we were almost dead-on in 
our expectations. The ‘Current 
Dividend Model’, which was designed 
to account for valuations and profits 
remaining high, matched the actual 
return over the period exactly at 7.6% 
(Chart 3).  In either case, right or 
wrong, our portfolios at the 
predecessor firm were positioned 
properly in this environment.  How can 
that be, given the disparity between 
the forecasts?  The topic of this 
quarter’s Market Insights is to discuss 
in greater detail, how we can be 
Imprecisely Accurate.  
 
Beneath the Hood of Equity Returns 
 
When one thinks of stock market 
returns, the most common thought is 
that return is created by the price 
going up and down. In reality, it is a bit 
more complicated than that.  Equity 
returns, and for that matter price 
movements, are created by inflation, 
the dividend yield, growth of real 
earnings, and something called 
multiple expansion or contraction. The 
first few components are rather simple. 
Inflation impacts anything of value 
including goods, services and financial 
assets. Part of the return you get from 
an investment is in compensation for 
prices increasing across the board. 
The second component, the dividend, 
is also fairly intuitive. If a company 
distributes part of its profits as a 
dividend, an investor pockets this cash 
as a form of return. The third 
component, growth of real earnings, is 
a little less intuitive, but is essentially 
the organization’s ability to generate 
greater earnings this year than last 
year or the year before. This leads to 
larger future dividends or price gains. 
The last component, multiple 
expansion or contraction, is the 
change in the stock’s price relative to 
its earnings. This can have either a 
positive or negative effect on returns. If 
we begin at a price to earnings ratio of 15 and that expands to 20, this adds to returns. The 
reverse is also true. Multiple expansion or contraction is the only form of return that is not based 
on the creation of economic value. Rather, this portion of return is temporary and relies on the 

 

 

In the early months of 2005 at a predecessor firm , we 
developed and published a thesis that equity returns would be 
negatively impacted by high valuations and falling (mean 
reverting) profit margins.  The Current Dividend with P/E & 
Margin Adjustment model below reflects this forecast.  We 
were correct.  P/E multiples did recede (Chart 1) before 
ultimately re-inflating to similar levels as we saw prior to 2008.  
This allowed equities to perform as if it never happened as 
reflected by our Current Dividend forecast. 
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greater fool1 being willing to pay more 
for the same dollar of earnings than the 
last fool. Eventually, the price becomes 
so high that there are no fools left. All of 
this is illustrated in Chart 2. 
 
The Next 10 Years, Right or Wrong 
 
As stated previously, our methodology 
for conducting this exercise is to avoid 
estimation. That’s not to say that many 
of the variables found within the 
historical analysis need not be adjusted. 
Let’s start with inflation. The long-term 
historical rate of inflation over the better 
part of a century’s worth of data is 
approximately 3%.  While that may be 
the long-term average, a better measure 
is to derive the expected rate of inflation 
by all market participants by comparing 
the yield on the 10-year nominal 
treasury bond to the yield on the 10-year 
TIPS(Treasury Inflation Protected 
Security). This equates to 2.16% and 
represents what market participants 
today are expecting inflation to be over 
the next 10 years. The next adjustment 
that needs to occur is to the dividend 
yield. Quite clearly, today’s stated 
dividend of 1.88% on the Russell 1000 
is less than the historical average 
dividend yield of 2.08% and should be 
reflected as such in our estimation. 
However, this is also the result of a 
lower than average payout ratio. Since a 
lower payout is simply a management 
decision to retain more earnings for 
growth, this should result in either a 
higher than average growth rate of 
earnings or must be normalized and 
accounted for in the dividend. We have 
chosen to adjust for it in the dividend.  
As a result, we arrive at a slightly higher 
expected return from the dividend of 
2.13%. Lastly, we must adjust the stated 
P/E multiple for high, but mean-reverting 
profits (when profits fall the E erodes 
revealing that the multiple is actually 
higher than it originally appeared). This 
places the current adjusted P/E at 25 as 
compared to an average of 16. Given the stable nature of real EPS growth over long periods, 
coupled with the fact that we accounted for the difference in payout ratios within the dividend, 

                                                           
1 The Greater Fool Theory is an economic theory that states it is possible to make money by buying securities, 
whether overvalued or not, and later selling them at a profit because there will always be someone (a bigger or 
greater fool) who is willing to pay the higher price. 

 

 

The chart above represents our expected outcomes over the 
next decade assuming valuations and profits recede from near 
historic highs (Chart 1)to normal levels.   While painful at 
first, the benefit of this outcome is that equity markets will 
then be priced to provide at or near the normal historical 
rates of return into the future. 

 

The chart above depicts expected outcomes over the next 
decade assuming valuations and profits remain near historic 
highs throughout the period.  The cost of this outcome is that 
we will be left in the same place ten years from now. 
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real EPS growth is projected using the historical average.  Our results are detailed in Chart 4. 
Each of the steps above was repeated for the five asset classes depicted. 
 
Today, much like a decade ago, we are faced with above-average valuations compounded by 
record-high, but mean-reverting profits in most markets, certainly within the US. This serves as 
a significant detractor from results, subtracting 4.06% from US Large Cap returns, 7.15% from 
US Small Cap returns and 2.55% from US High Quality returns. The difference is attributable to 
how overvalued P/E multiples and profits are relative to their normal levels. By definition, US 
High Quality companies are those with low debt and high, sustainable profits. This is reflected in 
both the high growth of real EPS, as well as the lower drag due to overstated profits (because 
profits are stable and vary by small amounts relative to the others). The result is an expected 
rate of return that ranges between an annualized -1.07% per year for the next 10 years on US 
Small Cap stocks, 3.43% per annum on US Large Cap Stocks and 7.5% per year on US High 
Quality Equities (Chart 4). In foreign markets the story is actually much brighter.  Given that both 
developed and emerging equities have not advanced as rapidly as US markets over the past 5 
years, along with profits profiles that are normal rather than overstated, multiple expansion 
actually adds to returns rather than subtracts from them. Therefore, our 10 year expected 
returns for both the developed and emerging worlds are 9.77% and 12.1%, respectively.  Not 
surprisingly, this is approximately the historical average return of each asset because most of 
the inputs are within a stone’s throw of their historical averages.  
 
Like a decade ago, we’ve also developed a secondary projection. In essence, this forecast 
assumes that valuations and profits remain elevated throughout the decade and never mean 
revert. The results change fairly substantially, ranging from a low of 6.52% for US Small Cap to 
a high of 10.32% by US High Quality (Chart 5). Ironically, while the magnitude of returns 
changes in our secondary scenario, the order stays essentially unchanged. This order is what is 
most important to investors in designing an asset allocation strategy. In either scenario, the 
projections favor US High Quality within the US, with US Small Caps lagging both Quality and 
Large Cap. In the secondary scenario, US High Quality becomes the leading asset followed 
closely by Emerging equities and Developed Markets equities, with all outpacing US Large and 
US Small. If we are correct, the order of the top three changes with quality moving from first to 
third. Once again, since we maintain an overweight to High Quality, International Developed and 
Emerging Markets at the expense of US Large & US Small Cap stocks, it is more important to 
us that each of these outperform both US Large & Small Cap like they do in both scenarios. 
   
Despite the challenges presented above, we have responded by positioning our portfolios away 
from assets that we view to be overvalued and toward those like High Quality equities and 
International Developed Markets equities, where risk is more appropriately priced.  Again, to 
investors, the order of returns is more important to designing an asset allocation than the overall 
magnitude of returns.  A 3-5% advantage of one asset over another could make a significant 
difference in your success or failure in what is shaping up to be a future low-return environment. 
As always, we continue to be vigilant in monitoring that situation and remain uniquely suited to 
respond on behalf of our clients to an ever-evolving environment.  Thank you for your trust and 
confidence. 
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