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A Long Climb Out of a Deep Hole: Part II
(For Part I, see our 2013:Q3 Newsletter at www.ghpia.com)

Brian Friedman, CFA

In the early stages of the financial crisis, the Federal Reserve reacted slowly. The first signs of distress in 
mortgage bonds appeared in July 2007, but the Fed only cut interest rates from 5.25% to 4.75% in September 
of that year. The Fed gradually recognized the growing magnitude of the problem, but its interest rate policy 
was consistently behind the curve. By January 2008 they lowered interest rates to only 3.75%. Even after 
Lehman Brothers collapsed in September 2008 the Fed cut interest rates by just 0.50%. Recognizing an 
emergency situation, they reduced rates again three weeks later to 1.0%.  The Fed finally pushed short-term 
interest rates to zero in December 2008 just as the panic was nearing its climax.

As the crisis abated, it became clear the economic damage was vast with nearly 16 million people unemployed, 
millions of homes lost in foreclosure, and financial markets in tatters. Nine years since the financial crisis first 

began and seven years since reaching bottom in 2009, we are still living with the 
legacy of this traumatic episode. The economic hole was so deep we spent 

most of the past seven years refilling it.

Despite a slow start early in the financial 
crisis, the Federal Reserve eventually 
switched to a more aggressive stance. 
In addition to its zero interest rate 
policy (ZIRP), the Fed implemented 
several rounds of “Quantitative Easing 
(QE)” to stimulate economic recovery. 
Through large purchases of mortgage 

and Treasury Bonds, the Fed pushed the yield on 10-year Treasury Bonds to well below 2.0% in 2012.  By 
late 2013 median household income was once again trending upward and employment steadily growing. 
In December 2013 the Federal Reserve started to “taper” their bond purchases, slowly reducing them each 
month until finally ending QE in October 2014.

As QE ended, the reduced monetary stimulus pushed the U.S. dollar higher, which resulted in multiple 
simultaneous effects. First, the Chinese currency (yuan) was linked to the dollar. As both currencies 
strengthened, Chinese exports and economic growth slowed. Second, commodity prices plummeted due to 
reduced Chinese demand and because many commodities are transacted in dollars on world markets. For 
example, oil prices fell nearly 60% between June 2014 and January 2015 from $107 per barrel to $45. Third, 
interest rates in the United States declined. This last development surprised the Federal Reserve as well as 
most analysts. They did not anticipate the instability in global commodity and currency markets and the 
subsequent flood of foreign capital into U.S. Treasury Bonds.

Upon terminating QE in October 2014, the Federal Reserve shifted attention toward ending ZIRP. Once 
again speculation regarding the coming interest rate increase pushed commodity prices lower, the dollar 
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higher and Treasury Bond interest rates even lower. The impact on emerging market countries was dramatic - 
particularly those that export natural resources. From October 2014 through early 2016 the dollar appreciated 
75% against the Brazilian Real, 107% relative to the Russian Ruble, 55% against the South African Rand, 44% 
vs. the Mexican peso, 27% vs. the Chilean peso and 22% relative to the Peruvian Sol…just to name a few.

The Fed finally hiked interest rates by 0.25% in December 2015. Similar to the QE taper, tighter monetary 
policy was transmitted through global commodity and currency markets rather than U.S. interest rates. 
Yields on the 10-year Treasury Bond touched 1.5% while Europe and Japan experimented with negative 
interest rates. Although the method was not traditional nor the result expected, the seemingly small shift in 
Fed monetary policy between the QE taper in December 2013 and the end of ZIRP in December 2015 was, 
in fact, quite deflationary. Inflation as measured by the Consumer Price Index (CPI) fell to a mere 0.1% for 
2015 (the Fed’s stated inflation target is 2.0%). Inflation is now accelerating as the global effects recede, but 
the CPI averaged just 1.0% so far in 2016.

The economic hole is almost refilled…But we are far from the next recession
The preceding discussion outlined our nine-year journey from 5.25% interest rates to 0%. Along the way 
we experienced “The Great Recession.” The recovery began seven years ago, but the economy only left the 
Intensive Care Unit (ICU) three years ago with the Fed’s QE taper. Even now we are only slowly disconnecting 
our economic life support systems. The U.S. is probably healthy enough to survive in a higher interest rate 
environment, but the global economy is not. Since we live in a globally interconnected economic system 
the Fed will continue to remove the monetary breathing and feeding tubes gingerly.

Analysts and financial gurus regularly appear on television to declare an imminent recession or market 
collapse. We believe they are looking through the rear view mirror. Inflation-adjusted Gross Domestic Product 
(GDP) in the United States is only 9.9% higher than its prior peak in December 2007. Economic expansions 
are typically much larger than this. The peak-to-peak economic expansion from 2000 through 2007 was 
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17.3%, the two business cycles from 1990 through 2000 and 1981 through 1990 resulted in 40% and 35% 
GDP increases respectively. Median household incomes experienced similar gains in each of these cycles. At 
present, median household income remains 6.5% below its 2007 peak.

Other signs of economic froth are also not present at this time. Mortgage borrowing declined until 2013 and 
is 90% lower than the pre-financial crisis highs and only now approaching early 1990’s levels (see Chart 1). 
Similarly, borrowing by financial institutions in 2015 was 92% lower than the 2007 peak and 69% lower than 
the average for the 1990’s (see Chart 2). Banks and other financial institutions are well capitalized, corporate 
balance sheets flush with cash and household debt back down to manageable levels. While the accumulation 
of federal government liabilities remains troubling, state and local governments are in much better financial 
shape compared to several years ago.

Interest rates are low because of Federal Reserve policies, but they are also low because the demand for capital 
is weak. Borrowing is already picking up as the economy heals, but there is a long way to go in this credit 
cycle. Even though long-term interest rates continued to decline after the Fed ended QE, monetary policy 
already tightened. As the global impacts of this tightening diminish in the coming quarters and years, interest 
rates should rise.

We are in somewhat unprecedented territory as the business cycle returns to a more normal economic 
environment, but we can look to similar periods in history for some guidance. The last time inflation and 
interest rates were consistently low was in the 1950’s and early 1960’s. At that time inflation averaged 1.3%, 
the Fed Funds rate averaged 2.75% and the yield on the 10-year Treasury Bond averaged 3.6%. While we 
cannot predict the future, we believe these historical numbers provide useful benchmarks as interest rates 
rise. The economy fell into a deep hole during the “Great Recession” and we are barely back to the rim seven 
years later. If history is any guide, we will build a large mound on top of this refilled hole before the next 
recession.

Average Market Value of a U.S. Listed Company

4%

-$3,000,000

-$2,000,000

-$1,000,000

$0

$1,000,000

$2,000,000

$3,000,000

19
90

:Q
1

19
90

:Q
4

19
91

:Q
3

19
92

:Q
2

19
93

:Q
1

19
93

:Q
4

19
94

:Q
3

19
95

:Q
2

19
96

:Q
1

19
96

:Q
4

19
97

:Q
3

19
98

:Q
2

19
99

:Q
1

19
99

:Q
4

20
00

:Q
3

20
01

:Q
2

20
02

:Q
1

20
02

:Q
4

20
03

:Q
3

20
04

:Q
2

20
05

:Q
1

20
05

:Q
4

20
06

:Q
3

20
07

:Q
2

20
08

:Q
1

20
08

:Q
4

20
09

:Q
3

20
10

:Q
2

20
11

:Q
1

20
11

:Q
4

20
12

:Q
3

20
13

:Q
2

20
14

:Q
1

20
14

:Q
4

20
15

:Q
3

20
16

:Q
2

Chart 2 Financial Institution Borrowing in the U.S. $ Millions

Chart 2

Source: www.federalreserve.gov

Financial Institution Borrowing in the U.S.
$ Millions



GHP Investment Advisors, Inc.Insert Page 

Market Summary

GHP Investment Advisors, Inc. benchmarks are based on proprietary models. P/E, P/BV and P/CF data are provided by Bloomberg L.P. as of 9/30/2016.

The GHPIA Equity Valuation Dashboard

Returns by Index

Index 2016:Q3 YTD

DJIA* 2.78% 7.21%

S&P 500* 3.85% 7.84%

S&P 500/Growth 4.33% 5.05%

S&P 500/Value 2.27% 7.16%

S&P MidCap 400/Growth 3.41% 8.55%

S&P MidCap 400/Value 4.01% 13.46%

S&P SmallCap 600/Growth 6.89% 10.44%

S&P SmallCap 600/Value 6.81% 15.15%

MSCI EAFE 5.80% -0.85%

Asset Class
Price/

Earnings 
2016:Q3

P/E
Benchmark

Over/
Under 

Valuation

Price/Book 
Value 

2016:Q3

P/BV 
Benchmark

Over/
Under 

Valuation

Price/
Cash 
Flow 

2016:Q3

P/CF 
Benchmark

Over/
Under 

Valuation

Large-Cap  
Growth Stocks

23.4 27.0 -13.5% 4.9 5.7 -14.9% 15.4 17.5 -12.2%

Large-Cap  
Value Stocks

18.0 20.2 -10.7% 2.0 2.5 -20.1% 8.9 13.1 -32.2%

Mid-Cap  
Growth Stocks

24.7 24.8 -0.5% 3.6 4.5 -20.3% 15.3 16.1 -4.7%

Mid-Cap  
Value Stocks

21.2 19.1 10.9% 1.7 2.2 -20.6% 8.6 12.4 -30.5%

Small-Cap  
Growth Stocks

26.4 23.2 13.7% 2.9 3.5 -16.6% 15.4 15.0 2.4%

Small-Cap  
Value Stocks

24.2 18.2 33.1% 1.7 2.1 -20.9% 9.3 11.8 -21.2%

Source: Bloomberg L.P. as of 9/30/2016.
*Dividends Reinvested.
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Financial Planning 

Financial Planning  
We create a personalized financial 
plan to help you meet your wealth 
management goals – and give you  
peace of mind.
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Portfolio Management
We develop and implement an 
integrated portfolio investment 
strategy, taking into account your 
individual investment goals, time 
horizon and risk tolerance.
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Business Advisory Services  
We help you drive your continued 
success as a business owner, executive 
or entrepreneur. 

Financial Concierge Services  
Financial Concierge Services  
We relieve you of the everyday burden 
of your financial affairs.




