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THINK FORWARD
Welcome to the Bridges Investment 
Management Quarterly Newsletter – 
Think Forward. Our goal is that this 
newsletter will be a useful tool to 
keep in touch with you.

If you would like to receive this 
newsletter by email, please send us a 
message at contact@bridgesinv.com. 
Thanks and happy reading!

2015 was a very challenging 
year for investors.

Large cap U.S. equities were the best-
performing asset class, with the S&P 
500 posting a total return of 1.38% 
for the year. Mid-cap and small-cap 
stocks had slight negative total returns 
for the year, as did developed country 
international equities. Emerging 
market stocks were by far the worst-
performing asset class in 2015, 
declining almost 15% during the year.  
High quality bonds had marginally 
positive returns, as the Barclays U.S. 
Aggregate Bond Index returned 0.55%.  
The yield on the 10 year Treasury rose 
slightly during 2015, from 2.17% at year-
end 2014 to 2.27% at year-end 2015.  

U.S. equities traded in a relatively 
narrow range in 2015 (roughly 1865 
to 2134 on the S&P 500) but volatility 
within that range was very high.  
Essentially, stocks covered a lot of 
ground in 2015 but ended the year 
without much price change. The 
average stock trailed the S&P 500’s 

return by 4-5%, making outperforming 
the broad market indexes more difficult 
than usual. The S&P 500 returned -3% 
on a geometric average basis (weighting 
each S&P component company equally), 
versus a 1.4% total return on a market 
capitalization weighted basis.

We expect corporate earnings will do a 
bit better in 2016 than they did in 2015 
if energy prices stabilize, interest rates 
move higher, and the dollar’s ascent 
moderates, flattens out, or declines.

The key risks to our outlook for 
stocks include:  1) faltering corporate 
earnings growth that could stem from 
a combination of persistently weak 
international economic conditions 
and a continued rise in the dollar 
relative to other major currencies; 
2) the onset of recession in the U.S.; 
3) economic disruptions emanating 
from further weakening in oil prices; 
and 4) an escalation of global political 
instability and/or terrorism.   
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We have established a 2016 year-end fair value target range 
of 2200-2275 for the S&P 500 (about 17.5x estimated 2016 
earnings of ~$125-$130), which implies upside of roughly 
8-10% from the S&P’s 2015 year-end level of 2044. Our 
preliminary year-end 2017 fair value target range is 2375-
2450 (~17.5x estimated 2017 earnings of ~$135-$140).

We remain constructive on the intermediate to long-
term outlook for U.S. equities, but we expect the stock 
market will see continued elevated levels of day-to-day 
volatility. It would not surprise us to see stocks either 
20% lower and/or higher in 2016, implying a trading 
range of 1700-2400.  In this environment, we believe an 
opportunistic, flexible, and valuation-driven investment 
approach will be important. A substantial correction in 
2016 should provide us with an opportunity to initiate or 
add to positions in great companies at attractive valuation 
levels for investors with multi-year time horizons.

We continue to focus on those companies which we believe 
offer investors the best combination of: 1) exceptional business 
franchise and balance sheet strength, 2) long-term business 
growth prospects, and 3) attractive valuation characteristics.  
We continue to emphasize those companies that can show 
solid business value growth in a challenging and sluggish 
global economic environment, and that are able to increase 
their dividends in line with ongoing growth in free cash flow.

We believe the outlook for bond returns going forward 
remains poor because nominal and real interest rates 
remain near historic lows, and credit spreads are not 
exceptionally attractive. We remain under-weighted in 
terms of allocations to bonds relative to long-term portfolio 
asset allocation targets, and we continue to maintain bond 
portfolio durations that are shorter than long-term portfolio 
targets in order to minimize interest risk. We will look for 
opportunities to allocate more capital to bonds and extend 
bond portfolio durations once higher interest rate levels 
create a more favorable long-term risk-reward tradeoff.

In sum, we expect 2016, like 2015, to be a very challenging 
year, marked by elevated levels of bond and stock 
price volatility. We continue to expect that stocks will 
outperform bonds on balance over the next several 
years, given current valuations and the intermediate and 
long-term total returns implied by those valuations.
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Each year our investment team spends the last week 
of the year evaluating our investments, strategies and 
tactics, with the goal of: 1) updating our intermediate term 
capital markets expectations risk and return estimates, 
2) updating our fair value estimates for asset classes, 
sectors, and individual companies, 3) identifying relevant 
risk factors, opportunities, and investment themes that 
could impact the upcoming several years, and 4) developing 
strategies and tactics to employ in client portfolios based 
on the group’s assessment of the opportunity set.

Our team met from December 29th through December 31st, 
and again on January 6th. We had spirited and wide-ranging 
discussion, and attempted to dig deep into the numbers in 
order to develop a good sense of the risks and opportunities 
that are available in the current capital markets environment.

A brief summary of our key conclusions follows:

1. 2015 was a volatile year for stocks, within a 
relatively narrow range. We expect 2016 will be 
as, if not more volatile, trading within a wider 
range that could span 1700-2400 on the S&P 
500. The S&P closed 2015 at 2044. Flexibility and 
being opportunistic will be important in 2016.

2. Fair value for the S&P 500 at year-end 2016 should 
approximate 2250, implying upside of about 
10% in 2016. This assumes corporate earnings 
rise from $118 per share in 2015 to ~$125-$130 
for 2016, with a year-end P/E of 17.5-18.0x.
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value growth offered by “new” versus the valuation 
cost required to invest in “new”, and the relevant risks, 
uncertainties, and challenges inherent in both “change” 
and the capital markets’ valuation of “change.”

12. In most years our year-end work identifies some very 
attractive new ideas for investment. This year we found it 
very difficult to find new investment ideas. This suggests 
to us that having a slightly higher than normal cash 
position might be advisable in order to have liquidity to 
deploy at lower stock prices/better valuation levels.

13. We continue to explore alternative investments (i.e., 
investment opportunities outside traditional cash/
bonds/stocks) as a source of return that is lowly 
correlated with traditional asset classes in order 
to reduce portfolio risk and enhance return.

14. We reaffirmed core elements of our investment philosophy 
and process: 1) take a forward-looking, long-term 
view; 2) have a strong bias toward high quality, growing 
businesses that sell at attractive valuations; 3) mitigate 
risk through reasonable diversification, quality, valuation, 
and time horizon; and 4) balance discipline, conviction, 
flexibility, opportunity, and focus. Consistently and 
rigorously employed, these elements allow us to build 
portfolios that should be well-positioned to achieve client 
objectives at acceptable risk levels over the long run.

We welcome the opportunity to discuss our conclusions 
with you in greater detail as 2016 unfolds. We expect it 
will be a challenging year, but we remain constructive 
on the long-term opportunity in the capital markets.

3. Earnings are at risk in 2016 from four sources: 1) weak oil 
prices, 2) low interest rates, 3) a stronger dollar, and 4) 
global economic sluggishness or recession in the U.S.

4. In a sluggish economy with low interest rates investors 
seek growth. Companies that can sustain above average 
business value growth will continue to attract capital.

5. Interest rates may have bottomed but seem unlikely to 
rise materially in 2016. Bonds remain unattractive on 
an absolute basis and relative to stocks over a 3-5 year 
horizon. We continue to be defensively postured within 
bond portfolios, and underweight bonds relative to stocks.

6. Energy is controversial, volatile, and difficult to assess.  
Energy stocks have declined precipitously, but supply 
appears ample so recovery may not occur soon. We 
remain underweighted but vigilant for changes that 
could signal a sustainable recovery of energy prices.

7. Income-oriented stocks appear to be very fully-valued 
as investors have chased yield alternatives outside of 
bonds. Elevated valuations create risk; incremental 
yield could quickly be offset by price declines in 
overvalued “yield-oriented” stocks, particularly those 
that are interest rate or commodity price-sensitive.

8. Sectors that appear relatively attractive include:  
consumer discretion, technology, health care, financial 
services, and business services. Less attractive 
sectors include energy, industrials, and utilities.

9. U.S. companies remain more attractive 
than international equities.  

10. Strong, dominant, attractively-valued business 
franchises remain core to our equity approach because 
they offer both growth potential and risk mitigation 
in a challenging global economic environment.

11. The theme of “old versus new” emerged in 2015, and 
appears likely to accelerate and continue to be relevant 
in 2016. An example: Amazon versus Wal-Mart. There 
are many other examples as the pace of technological 
change continues to quicken and global competition 
intensifies. The challenge: accurately estimating the 
investment trade-off between the future business 
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Please contact us if you’d like more information about how Bridges Investment Management, Inc. can help you meet your long term financial objectives. 

contact@bridgesinv.com
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402.397.4700

1.800.939.8401 
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