
 
 

 

The butcher, the baker and the candlestick maker 

A long time ago, a young prince in search of adventure showed up in a small village looking to make some money.  
He had never been to this village before but knew the best way to make money was to invest in a business.  After 
asking around, he found that this community had three main businesses; a butcher, a baker and a candlestick 
maker.  He approached each business to inquire if they would be interested in a loan from him to help them grow 
their revenue.  The prince had $100,000 to loan out and was looking to double his money. 

He approached the butcher first.  It turned out the butcher was interested in growing his line of maple bacon 
products and was quite interested in getting access to the prince’s money.  The prince asked the butcher how much 
he could pay him back each year toward the $100,000 original loan plus the $100,000 profit he was looking to 
generate.  Because of the village’s obsession with smoked pork products, the butcher believed he could pay him 
$20,000 per year. 

The prince next approached the baker.  He had plans to launch a new line of gluten-free gourmet croutons and was 
also in need of some additional money.  The prince asked how much each year he could give him until his 
investment plus profit had been fully repaid.  As the village had become increasingly carbohydrate conscious, he 
thought he could give him $25,000 each year.  

Last, the prince spoke with the candlestick maker.  She was working on producing some cutting edge renewable 
energy lighting fixtures and welcomed the additional funds.  She felt she could return $40,000 each year because of 
rising electricity rates in the village. 

The prince considered the offers.   If the butcher gave him $20,000 each year, it would take him 10 years to be fully 
paid back ($200,000/$20,000 = 10).  The baker would take 8 years ($200,000/$25,000 = 8) and the candlestick 
maker only 5 years ($200,000/$40,000= 5).  Before making his decision, the prince wanted some qualitative data so 
he surveyed the townsfolk where he learned three pieces of critical information; a) many in the village were 
considering becoming vegetarian so the prince was somewhat concerned about the ability of the butcher to pay him 
back at the pace he had stated, b) the village was about to convert to natural gas and thus the candlestick maker 
was going to face increased competition, c) the most popular restaurants in the area were adding gluten free options 
to their menu which might be a big opportunity for the baker.  Adding up all these factors, the prince decided to 
invest his money with the baker, and they lived happily ever after. 

Unknowingly, the prince in this story was using a modern day metric to help evaluate his investment opportunities.   
Today we give this metric a fancy title; Price/Earnings ratio or P/E ratio.  This measure is really just a measure of 
how long it will take to get our invested money back, where invested money refers to initial outlay plus profit 
expectation.  The P/E ratio was popularized in the 1930’s by Benjamin Graham, one of Warren Buffets mentors, and 
is a widely followed rule of thumb relating to whether an investment opportunity is attractively priced.  A high P/E 
ratio means it takes longer to get your money back, and a low ratio means you get your money back sooner. 
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Every business has a different P/E ratio which is largely impacted by the popularity of 
the industry it operates and the earnings power of the business itself.  For example, a 
technology company that is growing fast (Facebook or Google) may have a higher P/E 
ratio because investors are comfortable waiting longer to get their money back in hopes 
of getting more total dollars in the future.  Conversely, a utilities company (Hydro One or 
Ontario Power Generation) may have a low P/E ratio because they don’t grow very 
much and investors are not willing to wait to get repaid. 
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Over time, looking at average P/E ratios has been helpful in determining how aggressive investors should position 
themselves.  Generally, when the majority of companies are exhibiting low P/E ratio’s it may be a good time to be 
aggressive.  When P/E ratios get too high, it might be a time to be cautious; people tend to get overexcited.  At their 
extreme highs investors forget entirely about how long it will take to get their money back, they focus exclusively on 
the prospect of getting back more total dollars.  

Market P/E ratios typically range between 10 and 20.  That means, in a normal environment it will take between 10 
and 20 years to get back invested money.  The most interesting characteristic about P/E ratios is that historically 
they have been inversely related to future rates of return.  In other words, the lower the P/E ratio, the higher the 
subsequent period of investment returns.  Conversely, the higher the P/E ratio, the lower the future returns.   

 

 

 

This may sound counterintuitive.  If an investor is willing to wait longer to receive his money back in the hopes of 
receiving more total dollars in the future, why historically has his return be worse?  The answer can be found in the 
psyche of individual investors.  We know the absolute best time to invest is right after the market has fallen 
(remember 2009?) and the worst time to invest is at a market top (remember 1999?).  Practically speaking, this 
means the best time to invest is just after a decline, which no one likes doing.  However, this happens to be exactly 
when P/E ratios are at their lowest.  It also means the worst time to invest is after a long up trend, which coincides 
with when P/E ratios are at their highest.  Remember buy low, sell high.  The same principal applies to P/E ratios. 

 

 

 

 

The current US market P/E ratio is 17 which is slightly higher than its long term average of 16.  Interestingly, the 
ratio in Canada is even higher at 19.  While this metric is simply a rule of thumb, a reading at this level suggests now 
is not the time to be aggressive.  At the current level, we should expect reasonable returns, but not as high as over 
the past few years.  If for some reason earnings across the economy dramatically increase, returns will be higher, 
but that is a bet best made when P/E ratios are below their long term average.   

While we have had a solid start to 2014, we remain cautiously optimistic.  We have been taking profits in those 
areas which have higher P/E ratios and reinvesting the proceeds into lower P/E ratio investments.  When the market 
is trading close to the long term average P/E ratio there is much less room for error.  We believe there are still 
opportunities in the current environment but we are being more conservative then over the past few years.      

Your happy to finally see Spring weather on the horizon investment advisor,    

 

Duncan Stewart, MBA, CIMA, FCSI, CFP 
duncan@stewartfinancial.ca 

Lower P/E ratio = higher future returns 

Average P/E ratio = average future returns 

Higher P/E ratio = lower future returns 

P/E ratio  Subsequent 10 year return % 

Lowest = 6 (1950)  20% per year 

Average = 16   10% per year 

Highest = 44 (1999)  -2% per year 

  


