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As you look at the chart above you might wonder how a company’s stock price can go from X on 
Monday to half of X that Friday. Isn’t a stock’s price a reflection of the company’s value? Perhaps 
then, during the week there is news that the company’s newest drug or auto brake assembly or 
whatever is killing people. Maybe it is discovered that the company has been cooking its books. 
 
Maybe the sudden decline has to do with the sad state of the US economy or insurmountable debts 
owed by a country in Europe. Or China’s growing demand for the world’s goods and commodities 
is slowing. Then, it may be that the stocks are tumbling across the global markets. 
 
Well, if your advisor had half a brain shouldn’t he have gotten you out on Wednesday to at least 
protect most of your earnings; and perhaps got you back in at seemingly attractive prices on Friday? 
 
We will address advisor brains (and investor brains) in an upcoming article titled, “All Stocks Half the Time or Half 
Stocks All the Time”. In that article we will review the quite respectable performance of a globally diversified stock 
and bond portfolio over this past decade despite a period marked by several dramatic market declines. We will 
contrast that result with popularized attempts to forecast shorter term price movements in hopes of mitigating risk 
by avoiding those declines. We will also review the quietly moving parts of our Buy and Hold portfolios; sometimes 
miscast as if Buy and Hold meant “asleep at the wheel”. 
 
In this letter we will present a notion of how stocks might be priced and why that price might 
fluctuate so dramatically. (Recall that prices can fluctuate “up” as dramatically as they “fall”, 
although few concerns are voiced in bull markets). 
 

Assume for a moment that the world isn’t in turmoil. A company makes and sells a perfectly OK air 
conditioner on Monday and it’s still perfectly OK on Friday. Demand for air conditioners has 
remained at attractive levels when, suddenly, the stock price plummets. What might be going on?  
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Are the markets just “taking a breather” and taking the stock down with it in the broader decline?  
Are short-term trading programs temporarily roiling prices?  Or is it something else? 

 
To help answer this question the following story is offered about 
stocks and their pricing. 
 

Fred has a plan to make and market a lemonade drink. No science 
here. He will use the magic of marketing to position the drink as a 
healthful competitor to energy and sports drinks. Ads will evoke 
memories of sipping the sweet tart drink on Grandma’s porch on a 
hot afternoon. Athletes will pitch the drink as a year round thirst 

quencher. Fred envisions stands, carts, refrigerated coolers and trucks across the region. He will 
serve schools, airports, lunchtime crowds, public events and construction sites. Cheery, attractive 
young men and women will man the outlets. 
 

But Fred lacks sufficient funds to sustain the business during its formative months. So, he 
approaches Russ for a loan. One hundred thousand dollars at 4% interest and the return of principal 
after 12 months. Trading on friendship and Russ’ fondness for lemonade, the loan is agreed to. 
 

One year later the lemonade business is growing nicely. However, Fred has all of the fledgling 
company’s capital tied up in equipment and marketing campaigns. This includes the funds Russ has 
lent him. So he approaches Russ, pays him his four percent interest and asks to extend the term of 
the loan. A loan is a promise, in this case backed by the lender’s (bondholder’s) claim on the 
company’s assets. Extending the term adds risk.  After some negotiating a compromise is reached. 
 

Russ has been impressed by the company’s progress, but if he is going to accept more risk he wants 
something more in return. He exchanges his $100,000 “bond” for $100,000 worth of “stock” in the 
business. He has moved from being a lender to being a (non-managing) owner, 10,000 shares at 
$10.00 a share. His risk is now much greater than that of a lender but so are the hoped for rewards. 
 

Russ seeks to participate in profits through the eventual receipt of increased company value. He 
hopes to sell his shares in the near future for a price that represents his original investment plus the 
growth in value. 
 

Eventually a portion of profits may also be paid out as dividends. But, since the lemonade business 
is new, all profits are being reinvested in the expansion of the company. (Less than 20% of 
companies offer dividends today; usually companies whose days of rapid growth are past.) That’s 
fine. Russ doesn’t need income. If he did, he could sell some stock and reinvest in bonds. 
  
For now, however, he seeks growth of capital. Simplistically, if a company earns a profit of 6%, 
it will see that profit reflected in an increase in company value as represented by its stock 
price. So, a $100,000 ownership share will see an increase in value by 6% to $106,000. An 8% 
profit the following year and a 5% increase in the next will see the value go from $106,000 to about 
$114,500 and then to about $120,000.  
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What is arguably the case for privately owned companies like the lemonade business is also 
true– with some twists–for a “public” company, such as those on traded on the New York 
Stock Exchange or more likely today, electronic markets like the NASDAQ. In both private and 
public markets the current value might be estimated by calculating the present value of earnings 
growth and dividend growth. (In investment theory and the real world, of course, the pricing of 
stocks is more complicated than the story presented here). 
 

Back at Freddy’s Lemonade business is booming. There are contracts with schools and company 
cafeterias; and the downtown lemonade carts are a hit. Russ looks over the company’s books and 
sees attractive growth and profits for at least three to four years out, and probably longer. So far, at 
least his decision to invest in shares of the company seems to be paying off. 

 

Success has now attracted other investors. Russ is offered $120,000 
for his shares–arguably the current value. While he has reason to sell, 
in order to pursue other opportunities, he is reluctant to walk away 
from all likely future appreciation. He asks for $150,000. The 
counter offer is for $140,000. Russ accepts, thereby receiving his 
original investment, plus appreciated value plus a little more 

representing some years of expected growth. The buyer expects to do even better, particularly if 
earnings growth can be maintained or if something happens to accelerate the pace of price 
appreciation in the meantime. 
 

That something happens sooner than expected. Freddy’s Lemonade announces that it will “go 
public”. It will now trade in the public markets under the symbol LEMN. Now analysts will monitor 
company progress. Short-term traders and large institutional investors will have easy access to the 
stock. The entry of these players changes the dynamics of how LEMN is priced. 
 

As the company wins more contracts, and streamlines its operations, its earnings and reasonably 
anticipated earnings growth are reflected in a higher share price. The company begins to offer a 
dividend as there is now plenty of cash and fewer opportunities to reinvest that cash for company 
growth.  
 

This combination of the dividend and earnings growth is what investment pioneer John Bogle of 
Vanguard has called the company’s “fundamental value”. 
 

But stock prices reflect more than recent and expected earnings in the near 
term. Prices also reflect what investors–for reasons that may sometimes be 
hard to understand, are willing to pay for a dollar of earnings, often far 
into the future. You might know this as the price to earnings ratio or P/E. 
As the price goes up on “expectations”, the P/E “expands*”  
 

Mr. Bogle calls this portion of a stock’s price the “speculative value”. 
 
*PE can be measured in different ways that represent different perspectives; this is beyond the scope of this letter. 
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In periods marked by optimism or euphoria, prices can reach heights that 
are difficult or impossible to justify based upon reasonable expectations 
for company growth. In times of pessimism or fear, stock prices can be 
driven down to a point below what their expected earnings and growth 
would strongly suggest, even as revenue and profit–like that of the air 
conditioner company mentioned on page one–remain attractive.  

 

Optimism and greed may have much to do with higher stock prices and expanding P/E. 
Pessimism and fear can cause stock prices to fall as investors are less willing to pay as much 
for a dollar of earnings–and the P/E will “contract”. 

 
Mr. Bogle tells us that the combination of fundamental and speculative value comprise a stock’s 
price at a given time. He suggests that over the long term, however, and on average, investors may 
not hang on to much of the speculative gains, if at all. 
 
Noted professors and researchers Eugene Fama and Kenneth French might explain simply that a 
company’s value as represented by its stock’s price is what an investor will pay for it. Optimism, 
pessimism, fear, greed may all play a part. It matters little. Investors can buy or sell at whatever 
price is asked or bid in the markets.  Although “expected return” should be a function of the relative 
risk of an investment, one may end up realizing more—or less.  
 
Investors, of course, would be wise to mind the percentage of their savings allocated to the stock 
markets, to balance the risk factors associated with various asset classes, and to consider the myriad 
costs of investing. 
 
We offer that a disciplined long term investor could walk away at sale with much of what 
Bogle calls the fundamental value, and with some luck, a portion of what he calls the 
speculative value. 
 
If on average companies grow at about 4-6% per year** , then someone owning a well diversified 
portfolio of companies might harvest this 4-6% (capital appreciation and any dividends). Sales of 
stock during optimistic periods might, in addition, garner some portion of speculative value–say 
another 2-4%. Perhaps the investors in LEMN can gain much more in wildly optimistic times; 
maybe much less in pessimistic times.  So somewhere between 6% and 10% (before investment 
expense, inflation and taxes) is what one might expect from ownership of a globally diversified long 
term stock portfolio. (To keep things simple here, the distinction between earnings growth and 
expected returns is intentionally ignored). 
 
** Fast growing companies (and economies) can hit double digit earnings growth for a time; more mature companies 
(and economies) grow at closer to the 4-6% rate. Not surprisingly, longer term average broad market rates of return 
are reflected in one or more measures of a country’s economic health such as its gross domestic product (GDP). A 
5% average market return (the returns of the companies in a country) might be reflected as a GDP of 5%.  
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LEMN   - Freddy’s Lemonade 
DIVFY  - Global Diversified  
(Chart does not illustrate actual securities) 

If this is the case, then wouldn’t it make sense that investors in LEMN or in the broader markets 
seek to maximize profits OR protect against losses by quickly moving in and out of companies, 
industries, or the markets entirely–in accordance with a read on P/E’s or other measurements that 
suggest a stock or a market is too high or too low?  
 
PERHAPS–if we knew what was too high or too low.  
 

MAYBE–if we could rely on historical ranges of high and low AND IF–stock prices predictably 
headed back toward some long-term average gain, and did so on schedule.  
 

Then we might not need bonds or CDs or guaranteed annuities. We wouldn’t need to invest outside 
the comfort zone of our US economy. In fact, we wouldn’t need to diversify much at all. 
 

What about LEMN and Fred and Russ?  
 

 
LEMN made money for its investors for a while when, without 
warning, its stock sank and the company was bought by a 
competitor at a bargain price. Fred now works there in customer 
service.  After Russ’ early purchase and successful sale of his 
investment in the original lemonade company, he poured the 
proceeds back into his globally and broadly diversified portfolio; 
one whose investment strategy doesn’t rely on forecasting much  
of anything. 

 

We think the world economy and its markets will grow and grow, albeit in fits and starts. That 
means greater demands for industrial equipment; better software; more efficient transportation, 
energy, and food production; materiel for infrastructure; and better schools, among other things– 
but only so much lemonade. 
 
Better that our serious money in the stock market be invested in a broadly and globally 
diversified long term portfolio; leaving most of the betting and forecasting to others. 
 
Fred R. FadelFred R. FadelFred R. FadelFred R. Fadel,,,, CFP® 
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