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What Value Value??

Introduction
Nothing in the markets over the last month, whether it was Janet Yellen’s first Congressional testimony, strong or weak economic numbers, (of which there have been plenty of apparently both) or the recovery of much, and in some cases all, of January’s stock market weakness, has caused me to change my very cautious investment outlook. Markets have rolled over, or are in the process of completing such a roll, from a cyclical bull market into a cyclical bear market, and in much of the developed world this is all within a much larger and still not complete secular bear market.

Despite my outlook not changing I have been struck by the enthusiasm and complacency of many commentators over the last month as markets have rallied. A summary of the views expressed, especially from US based commentators, is that given the majority do not see much capacity for price earnings multiple expansion then appreciation through the year as a whole will be more modest than last year and that markets are likely to ‘range trade’ for some time.

This sounds like a considered and measured view, one that may be taken as a source of comfort by many investors. Unfortunately, as is so often the case in investing, any such comfort is misplaced. Arguing that gains are likely to be less extravagant than those recorded in 2013 is almost stating the obvious. The US market had its best year in 2013 since the mid-nineties and one of its fifth or sixth best years since World War II. Stating that markets may be range bound also sounds considered whereas in fact it is just a simple extrapolation of what has been witnessed since October last year. Since then the Global Dow has risen or fallen only 3% and remains comfortably locked within that range. Sadly, simple extrapolation, whilst an easy and comfortable default position to slip into, is rarely helpful to investors.

What intrigued me about all the commentary I was reading was that no one appeared to be calling for price earnings multiple contraction with many continuing to claim that stock markets are fine places to be invested because valuations are fair or in some cases even cheap. This valuation ‘crutch’ is something I have attempted to knock out from under readers for several years and this month seems to be another sensible occasion to do some more ‘knocking’. My conclusion of this exercise will almost certainly be; firstly stocks are far from cheap, and secondly, and perhaps more importantly, valuation doesn’t tell investors anything over time frames that they are most interested in!

Valuation doesn’t work

In order to illustrate the shortcomings of a simple valuation approach to investing a couple of years ago I had the following chart constructed and included it in the January 2012 edition of Strategy Thoughts.
The chart shows the P/E ratio of the US market compared to the average P/E that existed over the prior ten years for every month over the last 112 years on the horizontal scale and the subsequent return on the vertical scale;
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At the time I wrote;

The cheaper markets on the left of the axis clearly give no better return than the more expensive markets on the right, an expensive market seems just as likely to get more expensive as it is to get cheaper, equally a cheaper market is just as likely to fall or rise. Valuation should never be used to justify an investment decision except over very long periods.

More recently I read of some analysis published a few years ago by investment guru Ken Fisher. he took the starting year P/E ratios for the US market from 1872 through to 2005 and then graphed those ratios against the subsequent one year return, a very similar exercise to that shown in the chart above. The R2 correlation of those one year returns to starting valuations is 0.3%. Statistically this implies that there is absolutely no relationship between current valuations and the returns that an investor will receive one year hence, those returns are completely random. Again, just as the ‘splodge’ in the chart above reveals.

Despite this the ‘valuation crutch’ continues to be relied upon by virtually all market analysts and commentators globally, this raises the interesting question of; why?

Why do we succumb to the lure of the sense in value?

There are probably at least a couple of reasons why the ‘valuation crutch’ is so heavily leaned upon, the first and perhaps most important is that valuation tools do actually work, contrary to all that I have written above. It is just that they work over very long time scales.

The analysis of Ken Fisher mentioned above went further to explore the effectiveness of valuation measures in the US market and subsequent returns over time frames up to ten years in length. It is clear that valuation tells one nothing about likely returns over the next twelve months, perhaps even more surprising is that his analysis, when applied to returns over the next ten years, reveals an R2 correlation of just 20% between starting valuation and subsequent returns. This is another way of saying that returns over periods even as long as ten years are only 20% determined by starting valuation. 80% of the ten year return is determined by factors other than valuation.

Over much longer periods the relationship does become stronger. Two years ago I also showed the ‘splodge’ picture for valuation versus subsequent twenty year returns and it looked quite different to that for one year returns; 
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Back then I wrote;

It is obvious, even to the casual observer, that cheap markets deliver substantially better returns than expensive markets. Valuation is important, but only over secular time periods. Understandably secular bull markets begin with extremely low valuation and end with extremely high valuation. 

Unfortunately, because valuation does correlate with returns over long periods it is very tempting to assume that it will also be valid over shorter periods. Back in July 2007, a period that can now, with the benefit of hindsight, be seen as amongst the single most dangerous periods ever to be investing in equities, many strategists and commentators were calm, some might even say complacent. One noted commentator and chief equity strategist commenting upon the valuation of the market at the time was quoted in the New Times as saying;

“It’s not as attractive as it was, but it’s not unattractive.”
The basis for this assessment it seems was that whilst on many measures the market was historically quite expensive, compared to where it had been just seven or eight years earlier (when markets were as expensive as they had ever been) they were not that expensive. Unfortunately those seemingly measured and considered comments did nothing to protect investors from the most severe market collapse witnessed since the thirties. At the time, from a long term perspective the market was undoubtedly historically expensive, short term comparisons, even over the last decade or more, are just not long enough to provide any useful valuation perspective. This highlights the second reason that valuation assessments continue to be heard justifying short and medium term outlooks; investors want to believe in something.

As investors we hate uncertainty and so, amidst uncertainty, we look for something to hold on to, to anchor on to, in the hope that it will make us feel less insecure. This is an immensely strong and dangerous bias that all of us have a tendency to fall into, particularly when it is added to another very strong bias, herding. If everyone is talking about valuations being attractive, or not unattractive, or even constructive, these comments, when augmented by a few graphs comparing the current situation to another fairly recent less attractive period provide a very compelling crutch to lean on. Sadly, one that invariably results in a rude awakening and disappointment. 
Why doesn’t value work

Buying the cheapest markets and holding them for twenty years or more does yield generally superior returns, as the chart above shows, but over shorter time frames valuation measures are of little actual use. The reason for this is that no causal relationship exists between valuation and subsequent movements, even over very long periods. Markets don’t rise because they were once cheap and neither do they fall because they have become expensive, both are the results of long term shifts in the level of aggregate investor enthusiasm or mood. Markets rising, and becoming more expensive, are a reflection of increased investor enthusiasm and the reverse is also true. This is also the case with sectors and individual stocks as I illustrated a couple of years ago with a discussion on the long term history of US utilities and the Coca Cola Company:

US Utilities
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The chart above shows the total return of the utilities index back to the depths of the depression in 1932. It is immediately clear that for the first decade of this chart the utilities were not a particularly rewarding investment. Just how poor an investment they had been is not shown on this chart, but in price terms alone the index fell from a spectacular high in 1929 of a fraction below 150 to a low of about 12 in 1942, this was undoubtedly a miserable secular bear market. It is interesting to look at the two valuation measurse in the chart below and to note that at that very depressed point in 1942 this sector offered a dividend yield of 11% and was trading at an historically low cyclically adjusted P/E ratio (the cyclically adjusted P/E takes the average of ten years of inflation adjusted earnings rather than just the previous years, the aim is to take out the volatility caused by the business cycle) of about 7. Clearly no one wanted to buy them, that is why they were so cheap, this is how secular bear markets always end, but what a buying opportunity that was. Over the next twenty three years the index that had fallen to 12 soared to 160, plus an investor in 1942 had locked in a purchase yield of 11% that also grew.

By the time that secular bull market ended in late 1964 early 1965 the valuation backdrop had rotated through about 180 degrees, the cyclically adjusted P/E ratio had soared from single digits to 30 and the yield had plunged to about 3%. Clearly everyone wanted to buy these spectacularly performing stocks, that is how secular bull markets end.
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From the mid sixties to the early eighties the index trended sideways and down until the early 1980’s, although along the way the very sharp selloff in 1974 pushed dividend yields back up over 11 and the P/E ratio back down to around 7. Similar valuations were seen again in 1982 when the index was down in price terms about 30% from the mid sixties high. From 1977 through to 1982 the utilities index did virtually nothing, despite a nuclear accident (Three Mile Island), Volcker being appointed Fed chairman and an assassination attempt on President Reagan. This lack of interest and historically low volatility and valuation set the stage for another incredibly rewarding secular bull market, one that lasted at least until 2000 and probably until the end of 2007. At the end of 2007 once again valuations were at historic extremes, the P/E ratio was over 30 and yields were down to less than 3%. This marked the end of the second secular bull market. Valuations were similar at the beginning and the end of both moves and they both last more than twenty years. Both were preceded by secular bear markets that lasted ten to seventeen years.

Two years ago this article was written to highlight how secular bull and bear markets are apparent across sectors as well as entire markets but it also highlights that it is the long term ebb and flow of investor enthusiasm that drives both long term market moves and levels of valuation. As mentioned above, utilities in the early eighties were historically cheap, not because the industry had changed but because enthusiasm for them, and most other sectors, was historically low. Twenty five years later the reverse was true, investors couldn’t get enough of them and the media were fanning that enthusiasm as the two Barron’s headlines form the second half of 2007 illustrate;

Investors Should Utilize More Utilities
Dow Jones Reprints: This copy is for your personal, non-commercial use only. To order presentation-ready copies for distribution to your colleagues, clients or customers, use the Order Reprints tool on any article or visit www.djreprints.com
· See a sample reprint in PDF format
· Order a reprint of this article now
A Stock Sector for These Times

During turbulent market moves, investors flock to more stable stocks -- like utilities

Unfortunately, from the end of 2007 through to the general market low in early 2009 the supposedly ‘stable’ utilities proved pretty much as vulnerable as everything else as the index fell from 557 down to 287. The time to be flocking into utilities was thirty years ago with historically low P/E’s and double digit yields, not when the dividend yields had fallen to low single digits. The important point to remember is that the utility industry didn’t materially change through this period, what did change was the level of investor enthusiasm and expectation for the sector.

The same ebb and flow in long term investor enthusiasm and expectation can be seen in individual companies as I discussed two years ago:
Coca Cola

Similar secular shifts in valuation and price can be seen in individual stocks, if they have been around long enough. One such stock is The Coca-Cola Company. The chart below shows its price history back to the late 1960’s. Unfortunately P/E data is difficult to source prior to 1980, however we do know that at the share market peak in late 1972, early 1973, there were a group of companies in the US, known as the ‘nifty fifty’ that were supposedly one decision stocks. Price didn’t matter, these companies had such strong brands and businesses that all one needed to do was hold on to them. As a result the ‘nifty fifty’ became incredible expensive. McDonalds traded on 71 times earnings, Avon Products on 61 times, Johnson and Johnson on 57 times and Coke on 45 times earnings. This marked a long term, secular, price peak for most of these companies, what followed was a devastating bear market that hammered the ‘nifty fifty’. Coke’s share price fell from a high of $3.13 to a low of just 93 cents, a fall of more than 70%, but more importantly from an investment perspective the share price languished, as can be seen on the chart above, until 1982, by which time its previously astronomical valuation had fallen to a mere 8.4 time earnings. 
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This marked the end of a secular bear market for Coke, and most of the ‘nifty fifty’, and so the start of a phenomenally rewarding secular bull market that would last for Coke until 1998, by which time its valuation had once again risen to an historically high level, 57 times earnings. This was the end of its secular bull market. Since that peak Coke’s share price has meandered around in a broad trading range from $40 to $80 and as a result of this sideways action and continued earnings growth the P/E fell to 12.4 in 2009. Probably a P/E somewhere in the high single digits will need to be seen some time over the next few years to mark the end of the current secular bear market, whether that will require the stock to fall below its mid 2000’s low only time will tell.

When Coke’s valuation hit an historic extreme in 1998 everyone loved Coke, they must have done, the stock was soaring, Warren Buffett was the largest, or one of the largest, shareholder and everyone knew the theory of understandable strong franchises. Like in the early seventies it had become a one decision stock.  

In March of 1998 the book ‘I'd Like the World to Buy a Coke: The Life and Leadership of Roberto Goizueta’ was released, it outlined the record breaking shareholder value that the company’s legendary CEO had created. Then, a few months later, in July of 1998 the Financial Times ran an article titled;

Coca-Cola goes to war for ‘share of stomach’

It described how the new chairman Doug Ivester had ‘declared war on water! The article concluded “In the long run, tap water doesn’t stand a chance”.

Enthusiasm, and so valuations were understandably at an historic peak, even a year later in late 1999 analysts were still picking Coke as a top pick and working their magic to show that a P/E of 47, as it was at the time, was somehow ‘Cheap’! With hindsight, and knowing that the stock, even though past its peak, was only a third of the way through its horrendous bear market, it is obvious how ludicrous such analysis was, but it is the widespread belief in such ‘analysis’ that has to happen for any stock, sector or market, to become ridiculously expensive.

What does drive markets? (Shakespeare the market analyst)

Markets for anything are a reflection of the aggregate opinion of all those participants in the market. Generally, the reason anyone buys a stock or a market is that they have positive and growing expectations for it, equally those that are selling presumably have a lesser or diminishing opinion. This being the case then a market’s level, and its valuation, is a reflection of the aggregate expectations for that market. This means that for a market to rise expectations have to somehow be ratcheted higher, this will happen if some piece of news surprises on the upside, surpasses general expectations and so increases the price that market participants are willing to pay. If everything happens in exact accordance with general expectations then the market price will not move. It is surprises and disappointments that drive markets.

What happens in a bull market, like that of Coke through the eighties and nineties, or the utilities industry from the forties through to the sixties, is that market participants, having begun with exceptionally low expectations, enjoyed many years of consistent positive surprises. These surprises would undoubtedly have resulted in rising expectations and as these expectations, for the company or sector, were raised so too were levels of valuation. The more this happened and the longer it lasted the more people began to join the party and so the herding instinct helped fuel even greater levels of expectation and valuation.

The problem with this is that the more expectations are increased, and the higher valuations become, the greater the risk of disappointment becomes. The reverse is also naturally true, the more depressed expectations become and the lower valuations are pushed down the easier it is for the outcome to be better than the majority expect. Shakespeare summarised this far better;
"Oft expectation fails, and most oft where most it promises; and oft it hits where hope is coldest and despair most sits." Shakespeare the market analyst!
Whenever hopes (and so valuations) are highest the risk of disappointment is greatest and whenever hopes (and so valuations) are lowest the chance of a surprise is highest. 

Unfortunately there are no hard and fast measures for ‘hope’ and ‘expectation’ but from a long term perspective, at least for investors; valuation is a very useful proxy. Over the years I have shown Robert Shiller’s Cyclical Adjusted P/E Ratio (CAPE) many times to highlight the long term expensive nature of the current market. Earlier this month I stumbled across an essay by Doug Short at www.dshort.com that made similar points but also contained a very neat chart:
The Correlation between the S&P Composite and its P/E10 

As the chart below illustrates, the P/E10 closely tracks the real (inflation-adjusted) price of the S&P Composite. In fact, the detrended correlation between the two since 1881, the year when the first decade of average earnings is available, is 0.9977. (Note: A perfect positive correlation would be 1 and the absence of correlation would be 0).

 





 

The historic P/E10 average is 16.5. After dropping to 13.3 in March 2009, the ratio rebounded to an interim high of 23.5 in February of 2011 and then hovered in the 20-to-21 range. The latest ratio is at a new interim high -- the highest since December 2007. The ratio in the chart above is doubly smoothed (10-year average of earnings and monthly averages of daily closing prices for the index). Thus the fluctuations during the month aren't especially relevant (e.g., the difference between the monthly average and monthly close P/E10).

Of course, the historic P/E10 has never flat-lined on the average. On the contrary, over the long haul it swings dramatically between the over- and under-valued ranges. If we look at the major peaks and troughs in the P/E10, we see that the high during the Tech Bubble was the all-time high above 44 in December 1999. The 1929 high of 32.6 comes in at a distant second. The secular bottoms in 1921, 1932, 1942 and 1982 saw P/E10 ratios in the single digits. 

The essay goes on to illustrate that the market, from a long term perspective (the only time period over which valuation discussions are of any use), cannot currently be considered cheap, despite the protestations of the rising chorus of newly or fairly recently minted long term bulls that have emerged after four or five years of rising markets.

The same Doug Short, and his long term valuation work, also got quoted in Business Insider Australia recently;

An excellent market analyst named Doug Short recently made two versions of the “Warren Buffett Indicator.” They use different measures of “market value of all equities,” but they show essentially the same thing: Stocks are really expensive.

The second one, which uses the value of the Wilshire 5,000, a very broad index of stocks, suggests that stocks are more expensive than they were in 2007 (pre-crash) and almost as expensive as they were in 2000 (pre-crash).



Ratio of market value of stocks to GDP
 

Market value of the Wilshire 5000 to GDP 
Long term valuation measures (the only kind that should be used) all highlight that future returns are likely to be poor and that no comfort should be taken from an analyst proclaiming, as they were in late 2007, that even though valuations may not be as attractive as they were, they are not unattractive compared to other peak valuations!

Warren Buffett, Coke, and surprising comments on his holding
Bloomberg reported the following on 25th February

Buffett has said that he regrets not taking advantage of such irrationality to sell holdings. Coca-Cola Co, one of Berkshire’s largest equity holdings, was one of the billionaire’s most successful investments in the 1990s, reaching prices that were more than 45 times earnings at the end of 1998. 

The investment has fared worse since then. While the stock price has recovered most of its losses since falling from the 1998 peak, Coke’s price-to-earnings ratio is less than half of what it once was. Shares have declined this year as the soft-drink maker faces sluggish growth outside the U.S. and concerns about the healthiness of its product at home. 

“Though I said at the time that certain of the stocks we held were priced ahead of themselves, I underestimated how severe the overvaluation was,” he wrote in a 2005 letter to shareholders, reflecting on stocks in Berkshire’s portfolio in the late 1990s. “I talked when I should have walked.” 

Buffett’s favourite holding period may well, as he has often said, be ‘forever’ but even the man who only buys at great long term valuations can see the appropriateness of selling into ludicrous long term valuations. It is hard not to see that this is where many markets are now.
Conclusions
As I said at the outset, neither recent headlines nor market swings have done anything to change my view that a focus upon capital preservation remains the single most important investment strategy. Chasing investment returns now, based upon the observation that markets are ‘not too expensive’ or not as expensive as they have been at prior peaks, is most dangerous and based upon highly flawed analysis. It didn’t pay in late 1999 and it didn’t in mid-2007 either.

Long term returns from current long term valuation measures are likely to be modest at best and the risk of experiencing yet another cyclical bear market remain high. In closing I feel it is worthwhile repeating a few of the quotes I have used in the past from the great investor and statesman of the early part of the last century, Bernard Baruch, as at times like now, when valuations are stretched, it gets harder to find true investment wisdom. 

“I made my money by selling too soon”

“Don’t try to buy at the bottom and sell at the top. It can’t be done except by a liar!”

“The main purpose of the stock market is to make fools of as many men as possible.”

All three go hard against several of the unfortunate biases that drive so much investment behaviour. It is difficult to go against such comfortable and hard wired instincts as ‘herding’ and ‘anchoring’ but if successful investing is the goal, rather than feeling a comfortable member of the crowd, then it is essential
Kevin Armstrong 

27th February 2014
Disclaimer 
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