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"Never ever lose sight of long term relationships" Paul Krake - View from the Peak

Throughout 2016 we highlighted that various measures of equity valuations are at historically high
levels and present an unfavorable risk/reward profile.
Comparing valuation metrics to their respective longer term averages is a good way to gauge richness or cheapness, but it does not necessarily paint a complete valuation picture. For instance, Amazon’s stock trades at an astronomical price to earnings ratio (P/E) of 172 or about seven times that of
the S&P 500. Despite the seemingly high ratio, one cannot single-handedly declare that Amazon is
expensive. If Amazon’s sales continue to grow at a torrid pace, a ratio of 172 may not be out of line.

The objective of this article is to form a complete valuation picture of the S&P 500. Although the
work behind valuations and rich/cheap analysis is never complete, this exercise will help you understand the earnings growth priced into current valuation levels. It also provides a framework to evaluate the upside and downside of various combinations of earnings projections and price multiples.
From there, you can make your own judgment about whether current valuations make sense.
P/E
The graph below plots the Cyclically Adjusted Price to Earnings ratio (CAPE) since 1883, its average
and plus/minus one standard deviation levels from the average. The current ratio of 28.14 is approximately 1.75 standard deviations higher than average and stands perched above almost every prior
observation in the last 130 years except those of the late 1920’s and the late 1990’s.

Data Courtesy Robert Shiller - http://www.econ.yale.edu/~shiller/data.htm
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Calculating P/E ratios may be done using CAPE, earnings for the trailing twelve months (TTM) or numerous other methods. While market practitioners tend to favor TTM, CAPE is used here for the same
reasons Ben Graham and Robert Shiller preferred it - ten years of earnings data helps eliminate shortterm noise that frequently distorts quarterly and annual earnings. CAPE takes an additional step and
adjusts for inflation, thus normalizing the ratio for different inflation environments. While some may
claim that these two approaches yield wildly different results, we found only a minor variance. TTM P/E
for the S&P 500 is currently 1.50 standard deviations above its 130-year average, only slightly below
that calculated using CAPE (1.75).
The bar chart below shows the distribution of CAPE values or the percentage of time the ratio was in
each respective P/E band on the x-axis.

Data Courtesy Robert Shiller - http://www.econ.yale.edu/~shiller/data.htm

While not a perfect bell curve, the chart above does have a similar shape, albeit with a long right tail.
Over 80% of the data lies between a ratio of 8 and 20. The current ratio of 28.14 has only been

eclipsed by 3% of the observations. Put more bluntly; the S&P 500 is in no man’s land
by this measure.
Earnings

To gauge the expected earnings growth that is currently priced into the market, we could take the all
too popular consensus forecasts published by Wall Street at face value. While that might be a fast approach, history, as discussed in “Earnings Magic Exposed”, has proven misleading.
Instead, we prefer to solve for the expected earnings growth rate using the CAPE ratio. If one believes
in mean reversion, then it is likely CAPE will regress to its historical average ratio (16.7) within the next
five years. If we further assume the price of the S&P 500 does not change, we can easily solve for
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expected earnings growth. Given those assumptions, the required annualized earnings growth for the
next five years is nearly 11% at current valuations. In other words, the S&P 500 price would be unchanged over the next five years if corporate earnings grow 11% annually and CAPE regresses to its
long-term average. However, if we assume investors expect the S&P 500 price to grow 5% a year as it
has averaged this century, then earnings must increase 16.50% annually to offset the reversion to the
mean of CAPE. If we take a more conservative stance and assume that CAPE will remain at one standard deviation above average at 23.35 and the S&P 500 price will grow 5% annually, earnings must grow
at an annualized rate of 4.50%.
A scenario in which earnings grow annually at 4.50% may seem reasonable, but it is relatively optimistic when put in context with previous growth trends and economic impediments. Consider that over

the last three, five and ten years, S&P 500 earnings have grown at annualized rates of 0.48%, 2.34%, and 1.80%, respectively. It is worth noting that the three- and five-year periods
do not include a recession. Expecting that streak to continue five more years fails to incorporate reasonable recession probabilities into the analysis.
To put additional perspective on expected earnings growth, we analyze the nation’s economic growth
rate. Since 1947, real GDP and corporate earnings have grown at nearly identical long-term rates. The
graph below charts the cumulative growth of earnings and GDP over this period. Note that, while the
growth rates vary wildly, they have been well-correlated over the longer-term as witnessed by comparing the less volatile earnings polynomial trend line (blue dotted line) with GDP (green line).

Data Courtesy: St. Louis Federal Reserve (FRED) and Bloomberg
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The graph below aids in forecasting earnings growth by highlighting the secular trend of GDP growth
since 1950.

Data Courtesy: St. Louis Federal Reserve (FRED)

The trend was confirmed by Janet Yellen, who on January 18, 2017, stated that the long-run GDP
growth rate is expected to fall under 2%. Based on the GDP trend line and the correlation of earnings
to GDP expectations, one should assume earnings growth will follow GDP and be 3% or less.
The future growth rate assumption mentioned above is not solely a function of extrapolation from previous trends. It is truly arrived at with a thorough understanding of the economy’s structural impediments - debt, demographics, and productivity as we have noted in numerous prior articles.
Scenario Analysis
At this point, we have presented you with historical earnings trends and a way to estimate future earnings growth. Additionally, we provided a long history of the price to earnings ratio and the statistically
significant distribution it has followed. With this data in mind, we present the table below which allows
you to forecast stock price changes based on future P/E ratios and earnings growth estimates. Note the
three colored boxes reflect what we consider to be optimistic, fair and pessimistic estimates. Here are
the simple steps to evaluate forward returns:
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1) Select the CAPE ratio you expect to see in 2022. At the top of the table are six options ranging from
10.1 to 28.1 (current level). The range is based on standard deviations as shown above each P/E
level.
2) Select the expected annualized earnings growth for the next 5 years.
3) Find the intersection of your CAPE and earnings growth estimates. The number at the intersection
is the expected annualized price return for the S&P 500 for the next five years. As a quick example,
a projected CAPE of 20.0 and 3% earnings growth will result in an expected annual return of -2.57%
for each of the next five years.

As illustrated in the table, the risk/reward profile is very unbecoming unless you believe CAPE will stay
grossly elevated and earnings will grow significantly more than they have over the past ten years. A

relatively riskless strategy, whereby one buys and holds to maturity a five-year U.S.
Treasury bond yielding 1.98%, beats all but the most optimistic scenarios highlighted
above.
Summary
Many investors believe that the initiatives of the new administration will provide an economic spark
generating economic growth and increasing corporate earnings. Although confidence is a cheap form
of stimulus, reality is that the structural headwinds the economy faces are brisk. Given the historically
high valuations and poor risk/reward ratio, we prefer to let the market prove us wrong.
One final note for consideration; since January 1, 2012, the S&P 500 has increased 75%, while earnings
have increased 2%. In other words, for all intents and purposes, the entire rally from 2012 is a function
of multiple expansion and is in no way supported by fundamentals. For investors who hold mean reversion as an important guiding principle, it is not unrealistic to expect the CAPE multiple to regress back
towards its historical average. Indeed, it is entirely expected.
"Never ever lose sight of long term relationships".
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720 Global is an investment consultant, specializing in macroeconomic research, valuations, asset allocation, and risk management. Our objective is to provide professional investment managers with
unique and relevant information that can be incorporated into their investment process to enhance performance and marketing. We assist our clients in differentiating themselves from the crowd with a focus on value, performance and a clear, lucid assessment of global market and economic dynamics.

Coming soon 720 Global will offer “The Unseen”, a subscription-based publication similar to what has
been offered at no cost over the past year and a half. In fact, what the subscription offers is precisely
what we have delivered in the past, substance in style and form that provides unique analysis and
meaningful value to discerning investors. Those that have read our work understand the comparative
advantage they have gained over the vast majority of investors that solely focus on the obvious. Our
readers are prepared for what few see.

720 Global research is available for re-branding and customization for distribution to your clients.
For more information about our services please contact us at 301.466.1204 or email

info@720global.com
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