The Global Economic Condition and 
What You Can Do About It

Price/Earnings Ratios (P/E) Reveal Startling Facts!

P/E as defined by Investopedia…“The P/E is sometimes referred to as the "multiple", because it shows how much investors are willing to pay per dollar of earnings.”  
Another way to say it...
At today’s earnings, the P/E Ratio reveals how many year’s of earnings it would take for a shareholder to get a 100% return on investment.  As of March 30, 2011, the PE Ratio for the entire S&P 500 was 15.25.  That means at today’s earnings level, the 500 companies listed in the S&P 500 would take 15.25 years to double your money.   That’s the same as earning 4.65% over the 15.25 years.

Why would an investor put their money at risk with a projected return as low as 4.65%?  In the days entering August, the S&P 500 plummeted from 1345.02 to 1199.38 (as of 12:47 EDT).  That’s a drop of 9.54% in just a few days.  While this loss may be recouped rapidly in the future there is, of course, no guarantee in a bid market.  In fact, since May of 2011, the Volatility Index (VIX) has risen from 15.99 to 32.00!
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So volatility has been on the rise, that’s really no surprise.  Let’s go back to the question asked earlier that has yet to be answered, why would an investor risk the volatility when the current S&P 500 P/E Ratios imply a 4.65% return on investment.  Investors must believe that these 500 companies are going to accelerate their profits so that the return comes back much faster than 15.25 years.  That would be the only justification to pay a multiple of 15.25 today; OR - Is it possible that investors don’t even consider this fundamental when investing?  Is it possible that they leave it up to the fund managers to make these complicated decisions hoping that the manager is smarter than all other investors and competitor funds allowing them to get a faster return on their money?
Surely, the fund managers must know, with all their careful study and analysis what stocks to buy to get a faster return on the money.  Unfortunately, nearly all fund managers UNDERPERFORM the S&P 500 over a 10-year period or more.  Don’t forget, all along the way, the investor must also pay the management fees and trading costs within the fund.  
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This challenge for the investor has been going on for years as record numbers of baby boomers head into retirement.  They are now “decumulating” not accumulating as they spend in retirement.  Economic challenges and global competition are also taking their toll.  As you view the chart below that extends over more than 11 years, notice how many months the S&P 500 has been below the Jan 3, 2000 value.  In fact, during this more than 11 ½ year run, the index has mainly been below the line.  Sadly, the index is still 16.79% below the January, 2000 line.
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We’ve also plotted some other “lines” for your consideration.  Had the index grown at 3% over this period, it would now be worth trading at 1,997 or 75% higher than it is today.  Had it averaged 5%, the index would be at 2,515 or 120% higher than it is today.

Are P/E Ratios telling us something?  In the first quarter of the year 2000, the S&P 500 stocks were trading at 27.79 times earnings.  Paying 27.79 times current earnings for a stock implies a 2.5% return on investment.  Perhaps the P/E Ratios in 2000 were correct and the forecasts of rapidly growing profits were wrong!
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A long memory of the past and a short vision of the future…

Generally, investment pundits continue to live off a story that stopped being true over a decade ago.  If we look just a bit further in the past, the truth becomes revealed.  The run up in stocks between 1980 and 2000 represent the most dynamic period of stock ownership in the world history.  Knowing how this happened will allow you to understand the present and prepare for the future.

The slide above is an excellent compilation of facts and data that tell an amazing story.  The chart displayed is the S&P 500 index from 1950 to 2000.  Consider this…
1. In 1950, just 4% of all Americans owned at least one share of stock.

2. By 1980, 13% of all Americans owned at least one share of stock.

3. In the early 80s, 401(k)s became commercially available as a payroll deduction product.

4. 401(k) deductions are sent to fund managers to purchase stock.

5. In 1980, the oldest baby boomers were 34 years old.

6. For the next 17 years, over 77 million boomers would enter their 30s.

7. By 1998, 52% of all Americans owned at least one share of stock.

8. By 2000, the oldest baby boomers were 54 years old.

Between 1980 and the year 2000, the largest group of the highest income earners in world history were been systematically contributing a portion of every paycheck focused on the acquisition of one type of investment; individual shares stock.  As more and more investors systematically entered the same market, the price of stocks naturally went up.  

As stock prices went up, people began to redefine what it meant to take on RISK in their portfolios.  According to Webster’s dictionary, the first definition of RISK is the, “possibility of loss or injury.”  The fourth definition is, “the chance that an investment will lose value.”  At no time does the word RISK equate to opportunity yet today, many people believe that RISK means more return.  The next time you are in a large group of people, ask them to finish this sentence, “The greater the risk, the greater the ____________.”  You will find that almost everyone replaces the blank with the word “return” as if somehow risk assures a better return.  Almost no one will say, the “possibility of loss or injury.”  Today, we are seeing the results of this long-term memory of the past where it appeared that publicly traded stocks simply went up (1980-2000).  People have yet to fully embrace the facts already discussed above.  The elements that drove stock market performance in the past no longer exist.  The very components that caused this dramatic growth now serve to increase volatility and the true experience of RISK which is the possibility of loss.
Even today, financial authors like Dave Ramsey give excellent advice about getting out of debt but Mr. Ramsey curiously continues to talk about mutual funds that earn between 11% and 12% over the long haul.  Let’s do a little reality check here.  This 11 ½ year rollercoaster ride that has ended with a resounding thump at the bottom.  Investors using mutual funds have not come anywhere near double digit returns.  Even worse, those investors who systematically supplement their income from these mutual funds have watched a tremendous amount of their wealth deplete with no chance of a return.  Mr. Ramsey launched his “Financial Peace” concept in 1992.  During his entire career since then, the S&P 500 has not even come close to his story of an 11% to 12% return.  The actual performance has been half of these numbers even before subtracting fees and trading costs.  
Why is Dave Ramsey recommending mutual funds constantly?  Because mutual funds are huge sponsors of his website, advertising, radio and television show.  All of Dave’s “Wealth Coaches” are required to sell for these mutual funds as a condition of being named as a “Wealth Coach.”  Dave Ramsey has been an excellent lead generating tool for mutual fund companies and their sales representatives because he continues to rely on people’s long memory of the past and their lack of understanding of the future. 
Now please don’t get me wrong.  Ramsey’s ideas on eliminating debt are absolutely fantastic.  The claims he makes about mutual funds are not.  Savers must stop looking at the period from 1980 to 2000 as something that is going to happen again in the stock market.  Demographic conditions (retiring boomers) and Government spending programs have forever changed the outcome going forward.  Ask yourself, do I see the next decade being more like the last decade or more like the decade of the 80s and 90s?  Before you answer that, go back one more time and look at the chart above.
Two Government Programs Dictate the Economic Reality…

For the first time in history, Standard & Poor’s has downgraded the credit rating of the United States of America.  Some point to this as the tipping point for the recent losses in the stock market.  The actual trigger was the debate in Washington, DC and the ultimate deal that was struck to allow our nation to again raise the debt ceiling.  Raising the debt ceiling is considered different today than in the past because of the Federal Debt now exceeds the Gross Domestic Product (GDP) of the United States by more than 110% (Source:  http://www.usgovernmentspending.com/debt_deficit_brief.php).  This excessive debt ($15.48 trillion) is compounding rapidly based on two programs that already dominate the Federal Budget.   
#1 - Social Security 

The Congressional Budget Office is now reporting that Social Security is paying out $45 billion more in benefits than it takes in this year.  Social Security costs will accelerate daily as record numbers of baby boomers (over 77 million people) begin taking their benefits.  This rate of growth far exceeds projected tax revenue growth.

Today we are talking about people receiving Social Security benefits for two to three decades.  Now factor in tens of millions of people receiving these benefits that were never planned for when Social Security was created.  To survive, Social Security will require an overhaul that adjusts for longer life expectancies and realigns benefits to be more consistent with the original intent.  The veil is slowly being pulled back and Standard & Poor’s is perhaps the first to see that without serious cutbacks, this program will only serve to send us spiraling deeper into unsustainable debt.

#2 – Medicare and Medicaid 

According to the Congressional Budget Office, by 2050, Medicaid and Medicare will expand to an amount, “…which is roughly the current size of the entire federal budget.”  At that time, these medical programs are expected to be 12% of the GDP.  Medicare and Medicaid will more than double our cost of Government.  Like Social Security, these programs must be adjusted so that the benefits paid out can be made based upon actual revenue expectations.  

Some suggest raising taxes to cover these obligations.  According to usgovernmentrevenue.com, the Federal Government will receive $4.5 trillion in total revenue.  The problem is our total spending is $6.2 trillion.  We are overspending our revenues by 37% this year and the plan is for this to automatically increase.  Soon, the debt service alone will exceed our revenue.  This does not even count the new costs of the Government Health Care program.
Without dramatic changes, the Federal Debt of the United States will grow from $15.48 trillion to more than $22 trillion by the year 2016.  This is an annual growth rate of 7.28%.  Remember, this debt is already larger than our GDP.  As it stands today, the growth of our GDP will never keep pace with the expansion of this debt.  Even if our economy grew consistently by 3% per year, we would still be losing ground by 4.28% annually.

Cutting back is the only solution that will work.   The burden exceeds what current tax revenue alone can provide.  Imagine tax rates increasing by 30% - 40% or more and still not being enough to pay the Government’s tab.  Trying to tax our way out is a complete fantasy.  Trying to spend our way out through greater debt is unsustainable.  
Just Look Over There…

How bad can it get?  All you need to do is look over the pond to Europe.  Greece is teetering on the brink of default.  Benefits are being yanked and there is rioting in the streets.  The entire European Union is being sucked into a solution that includes taking taxes from citizens of other sovereign nations to pay Greece’s bills.  Imagine, today, we are watching Germans pay for Greek social benefits.  Italy has already accomplished an amazing feat.  They are running a budget surplus but unfortunately, they waited too long.  Italy’s ability to pay down their debt is slower than the rate of growth on their bonds.  Without direct intervention from their neighbors, Italy will default on their debt.  

What to Expect…

Plan for taxes to go up.  Plan for benefits to go down.

It is possible to institute harsh “austerity” measures that would allow our nation to catch up to the level of spending.  It is not possible to simply raise taxes to cover all the bills.  Political pressure nearly always leads to a middle ground.  Expect your personal income tax rate to climb and for benefits on Social Secuirty, Medicare and Medicaid to be reduced.   
What to Do?  Take Control!

1. Control when or if you will ever pay Federal Income Taxes again.  
Take the Path to Tax Deferral With an Annuity…

One of the primary advantages of deferred annuities is the opportunity to accumulate a substantial sum of money by allowing your premium and interest to grow tax-deferred. Unlike taxable investments, you pay no taxes on your annuity interest until you begin to take withdrawals or receive income. This allows your money to grow faster than in a taxable account, because you earn interest on the money that would have otherwise been paid in taxes - AND – there is no limit imposed by the Government on how much you can contribute to an annuity allowing substantial resources to be protected from current taxation.

Consider Going Income-Tax Free…

If you have large sums of qualified retirement plan money, evaluate if it is possible and advantageous for you to convert to a Roth IRA.  Prior to 2010, high income earners were prohibited from converting retirement accounts into a tax-free Roth IRA.  Now, any taxpayer, regardless of income level may convert into a Roth IRA.  With the prospect of rising taxes, this “one time tax” may turn out to be the deal of the century.

Create a high cash value accumulation life insurance policy...  One often overlooked tax play is to maximum fund an Indexed Universal Life policy.  This allows you to contribute more than is necessary to cover the cost of insurance. Your excess funds begin earning interest without the risk of losing principal or past interest credits.  Later, after accumulating substantial cash, you can begin borrowing from your own policy on an income tax-free basis.  Like a Roth IRA, you can get to money without a tax bite.  Unlike a Roth IRA, you can contribute a great deal more money each year allowing maximum buildup within the plan.

2. Control when or if you will ever put your money at RISK again.  

Indexed Crediting is a Solution...  Both the annuities and life insurance policies mentioned above allow you to link your interest earnings to the performance of an external market index.  When the index chosen rises, you receive an interest credit.  If the index falls, you lose nothing at all.  These fixed insurance products have been around for years with a performance history that demonstrates the potential to exceed traditional fixed interest rates without exposing your assets to the potential for loss.  People who took advantage of these safe concepts over 10 years ago have substantially more money today than if they had remained in stocks or mutual funds.

3. Control if your money will last as long as you do.  

A Lifetime of Guaranteed Income…  The financial services segment of the insurance industry has created new lifetime income riders that can provide guaranteed income you cannot outlive and the payout rates you receive can be extremely attractive.  If you are between 50 and 80 years old, you can experience lifetime payout checks between 5% and 8% for as long as you live.

In Summary…

Citizens must encourage and demand that the tough choices be made by our elected officials.  Until those choices are made, take control.  Reduce or eliminate taxes on your future earnings and remove your assets from the specter of RISK.
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S&P 500 Index (Jul 22 – Aug 8, 2011), 9.54% loss…
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Had you earned 5% the index would be at 2,515
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Had you earned 3% the index would be at 1,997





Jan 3, 2000 line  


(1441.47)


Current S&P is 1140.21


(as of Aug 8, 2011 – 2pm EDT)














The chart to the right displays the P/E Ratios for the S&P 500 Index from 1989 to the 2nd quarter of 2011.  





Paying 15 to 20 times earnings or more may not be the best financial decision for those entering or already in retirement. 





1989 – 2011 P/E Ratios
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To understand why this is happening, take a look at the chart to the left.  This chart tracks US life expectancies from 1929 to 2002.  Social Security became law in 1934.  At that time, life expectancies in America were between 63-64 years.  Full Social Security Benefits kicked in at age 65.  At that time, the expectation was that only those folks who lived beyond normal life expectancy would receive benefits and likely only for two to three years.
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