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Real Earnings Growth vs P/E Multiple Contraction

Have equity prices hit bottom? Many (chart-) technical indicators seem to suggest that at least a temporary bottom seems to be forming. Aggressive traders could have produced stellar gains last week. However, as usual, the few that went long Monday morning and bought stocks probably tried to pick “the bottom” many times before, probably in May, June, July and over the last four weeks. Who knows how many of them are still sitting on losses of 20% or more. The problem with this rally is that the trend is still down. We all know that it's important to be in synch with the trend, but there is one common problem among most traders: We just love to be right. No matter how many times we get knocked around by the market, we would rather lose money trying to pick the precise turning point of the prevailing trend just to prove that we were right. After all, following the trend is easy. Even a knucklehead can do that. No, it's much more fun to buy during a downtrend and sell during an uptrend. We feel alive doing it. And sooner or later, we’ll be right. The problem is that if we are not right “sooner”, we will lose our money before “later” arrives. So let’s forget about this nonsense and let’s look at the current investment environment.

An economy on the brink of “Deflation” is what Wall Street worries about. Almost all of Asia is deflating and the prices of goods at the retail level are down across Europe and in the U.S. as well. Services and - in America - housing prices expressed via "equivalent rents" are all that's really keeping us above the line. Oil prices, sure, but that's a wartime, not a longtime bias. Deflation, of course is not necessarily an evil thing. We had deflation during much of the nineteenth century and did just fine economically. But deflation combined with too much fixed rate debt can be an economy killer. It means that companies and individuals (not most governments with domestically owned bonds) who lack pricing power may be unable to make interest payments that were contracted on the assumption of an ever increasing stream of revenue, income, or wages. Even a narrowing "margin of safety" as lenders would phrase it, as opposed to an outright inability to service interest payments can be an assassin, because it forces lenders to restrict debt refinancing which leads to cost cutting, layoffs, and an intensification of the original deflationary impulse. Debt and lack of pricing power is a dangerous combination. Gasoline and a match fall into the same category.  Total private corporate and consumer debt as a percentage of GDP is at levels more than double what it was 40 years ago. (see our Newsletter dated 09/16/02)
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Against this background, let’s look at equity valuations from a historical perspective: We are quoting Mr. Hussman, Chief investment officer for the “Hussman Strategic Growth Fund”  from this week’s issue of Barron’s. 

"Historically, over the past 10, 20, 50 and 100 years, S&P 500 earnings haven't grown faster than 6% a year measured from peak to peak across economic cycles." Hussman looks at peak earnings from the prior                economic cycle -- S&P 500 earnings, he says, peaked at about $50. With the S&P 500 index at 800, that provides a multiple of 16 times prior peak earnings. The question to ask is whether the current valuation makes sense if you

assume 6% earnings growth over the course of the cycle and a 2% dividend yield. A constant multiple would deliver a long-term return of about 8%. The problem, he says, is that the historic average market multiple is 14 times peak earnings; the median is 11 times, and the typical bear market low is less than nine times. Any contraction in the multiple erodes the expected return.

We summarize: 

· Corporations have little or no pricing power but excessive debt loads.

· The stock market (S&P 500) is still about 13% above the average P/E multiple of prior cycles

· The stock market (S&P 500) is about 35% above previous cycle troughs

· The likelyhood that Price-Earnings multiples contract further is very high

· The credit quality of major corporations is seriously compromised as bonds of major corporations like J.P. Morgan Chase, Ford Motor and Sears Roebuck came under severe pressure last week. 

Conclusion:
Most equities especially in the technology sector remain seriously overvalued

The aggressive trader might make some money over the coming months by buying quality blue chips. It seems that the market is in the early phases of marking a bottom for this year and the current earnings season at least is not producing worse results than is already discounted in stock prices. 

The average investor, however, would be well advised to stay with the following investments*:


-
Commodities (excluding oil) like natural gas, fertilizers, agricultural products and gold 

· European Fixed Income Funds

· Emerging Markets Fixed Income Funds

· International High Yield Funds

· Selected International Equity Funds.

Especially the international arena offers some attractive opportunities, which might constitute for many investors a novel idea: - that U.S. stocks, even after a multi-year plunge, are overvalued compared to European shares. Consider that at the recent low, the market capitalization of Germany's entire blue chip DAX 30 was less than that of Wal-Mart and Microsoft combined, notes John Bennett, a portfolio manager at Global Asset Management. The DAX's enterprise value (market value plus net debt) to sales ratio is about 0.65, versus 1.80 for the Dow Jones Industrials, he calculates. Meanwhile, the DAX is down 53% this year, through Thursday, compared to a 34% decline for the S&P 500 and a 24% drop for the Dow. 

*The investment vehicles mentioned in this Newsletter do NOT represent a recommendation to buy or sell any particular security. We have not provided you this information based on your particular financial situation or needs. Before investing in any of the securities shown, investors should conduct additional research and consult with one of our representatives in order to determine the most suitable investments for them.
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