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Economic Reality vs. Stock Market Perception

Despite the apparent wave of better than expected third quarter corporate earnings, several of the Federal Reserve’s manufacturing indexes have taken a decisive turn for the worst, suggesting a weak performance for our nations manufacturing plants in the final quarter of the year. The New York Fed’s Empire State general business conditions index fell to –14.6 to its lowest level in a year. It seems that we are not out of the woods. The economic recovery is rocky, and the manufacturing sector may be headed for some difficult times. 
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We had discussed Standard & Poors concept of “core earnings” in our July Newsletter.  S&P 500 core earnings for the 12 months ended June 2002 were $18.48, a far cry from the $41.58 that were “oficially” reported. The truth is probably somewhere between those numbers, because reasonable people can disagree about certain assumptions. That said, there's just no getting around the fact that stocks are not cheap, even if we are on the verge of some kind of economic recovery, however weak it may be. 

I have decided to revisit the concept of “Fair Value” in its “Fed Model Incarnation” one more time in order to make readers understand, how relative this gauge has become. 
Let’s assume that reported S&P 500 earnings of $41.58 for the 2nd quarter of ‘02 represent the “true earnings”. 

This would result in an “earnings yield” for the index of 4.62%. The “current yield” of the 10 year T-note is 4.365% (as of Friday 10/25/02). Since the earnings yield on the S&P 500 is higher than the current yield on riskless T-Notes, the market seems undervalued by some 20%. 

Now lets assume that T-Notes go back to their July 31, 2002 levels of roughly 5.2%. If you plug in the new current yield into the field (type in 0.052), you will find that the S&P 500 Index seems undervalued by some 6%.

Now lets plug in the current yield of 3.58% (0.0358) which was registered on 10/10/02. What happens? The market seems undervalued by over 35%.

(Readers with Microsoft Excel should be able to open the spreadsheet below by doubleclicking on one of the fields in the spreadsheet. The colored fields are input fields and can be manipulated. The formulas can be viewed if you have the Excel Spreadsheet open by placing the cursor on the respective (non-colored) field.)
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current yield on 10-year treasury notes
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Difference between S&P 500 earnings yield and 10-y T-Note yield:

-21.43%
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As you can see, this “fair-value model”  (called the “Fed-Model” because it was implicitly endorsed by some Federal Reserve officials), is very dependent on interest rate levels. In my opinion, there is no justification for the conclusion that the S&P 500 Index valuation should change by over 30% within a 3 month period just because interest rates are so volatile. This model also uses “assumed Earnings” for 2003 which are currently estimated at roughly $50.00, representing a 20% earnings increase over 2002 earnings. How realistic these assumed earnings are can not be estimated at this point in time. However, I would like to point out, that Standard and Poors in its recent impact study eliminated about 31% from the trailing 12 months reported earnings number. If this should be true for the coming 12 months also, we can safely assume a core earnings number of $40.00 rather than $50.00. I encourage readers to use the above spreadsheet to come up with their own fair value prognostications.  
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	QUARTER
	3/31/2001
	6/30/2001
	9/30/2001
	12/31/2001
	FY 2001
	3/31/2002
	6/30/2002
	12 MO JUN'02
	
	

	PRICE
	1160.33
	1224.42
	1040.94
	1148.08
	1148.08
	1147.39
	989.81
	989.81
	
	

	DIVIDENDS
	3.78
	3.82
	4.13
	3.98
	15.71
	3.77
	4.14
	16.02
	
	

	OPERATING EARNINGS
	10.73
	9.02
	9.16
	9.94
	38.85
	10.85
	11.63
	41.58
	
	

	INDEX AS REPORTED EPS
	9.18
	4.83
	5.23
	5.45
	24.69
	9.19
	6.87
	26.74
	
	

	STANDARD & POOR'S CORE EPS
	6.15
	4.15
	3.55
	2.92
	16.76
	6.62
	5.40
	18.48
	
	

	CORE VAR FROM AS RPT
	-33.04%
	-14.07%
	-32.15%
	-46.45%
	-32.10%
	-28.01%
	-21.40%
	-30.88%
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	Options
	Net
	Net
	Goodwill
	gains &
	other post-
	Settlements
	Reversals

	
	AS RPT
	S&P CORE
	Grant
	Pension
	Pension
	Impairment
	losses on
	retirement
	and
	of prior

	FY  2001 EPS
	NET INC
	EARNINGS
	Expense
	Interest
	Adj
	 
	asset sales
	benefits
	Litigation
	charges

	CONSUMER DISCRETIONARY
	1.81
	0.15
	-0.54
	-0.98
	-0.21
	-0.10
	0.03
	-0.05
	-0.08
	0.03

	CONSUMER STAPLES
	4.14
	3.45
	-0.22
	-0.24
	-0.08
	-0.02
	0.08
	-0.10
	-0.02
	0.01

	ENERGY
	4.51
	4.06
	-0.09
	-0.27
	-0.07
	0.00
	0.01
	-0.02
	-0.01
	0.00

	FINANCIALS
	9.38
	8.62
	-0.68
	-0.18
	-0.08
	-0.11
	-0.07
	-0.02
	-0.02
	0.00

	HEALTH CARE
	4.99
	4.35
	-0.46
	-0.22
	-0.06
	-0.01
	0.02
	-0.02
	-0.12
	0.00

	INDUSTRIALS
	4.03
	1.98
	-0.30
	-1.16
	-0.69
	-0.03
	-0.08
	-0.05
	-0.06
	0.02

	INFORMATION TECHNOLOGY
	-6.76
	-7.36
	-2.53
	-0.59
	-0.18
	-2.16
	-0.51
	-0.03
	-0.08
	0.02

	MATERIALS
	0.58
	-0.64
	-0.08
	-0.43
	-0.21
	-0.01
	0.49
	-0.02
	0.00
	0.01

	TELECOMMUNICATION SERVICES
	-0.56
	-0.34
	-0.27
	-0.50
	-0.48
	-0.03
	-1.55
	-0.12
	-0.02
	0.01

	UTILITIES
	2.58
	2.50
	-0.07
	-0.01
	0.00
	0.00
	0.00
	0.00
	0.00
	0.00

	FY 2001
	24.69
	16.76
	-5.23
	-4.56
	-2.06
	-2.47
	-1.58
	-0.43
	-0.40
	0.10

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	Options
	Net
	Net
	Goodwill
	gains &
	other post-
	Settlements
	Reversals

	
	AS RPT
	S&P CORE
	Grant
	Pension
	Pension
	Impairment
	losses on
	retirement
	and
	of prior

	12 MONTHS JUNE, 2002 EPS
	NET INC
	EARNINGS
	Expense
	Interest
	Adj
	 
	asset sales
	benefits
	Litigation
	charges

	CONSUMER DISCRETIONARY
	3.07
	1.58
	-0.54
	-0.96
	-0.20
	-0.02
	-0.19
	-0.05
	-0.08
	0.03

	CONSUMER STAPLES
	4.44
	3.79
	-0.23
	-0.23
	-0.08
	-0.03
	0.00
	-0.10
	0.02
	0.01

	ENERGY
	2.26
	1.88
	-0.09
	-0.26
	-0.07
	0.00
	-0.07
	-0.02
	0.00
	0.00

	FINANCIALS
	10.53
	9.81
	-0.68
	-0.18
	-0.08
	-0.01
	-0.16
	-0.02
	-0.07
	0.00

	HEALTH CARE
	5.25
	4.57
	-0.45
	-0.21
	-0.06
	0.00
	0.04
	-0.02
	-0.11
	0.01

	INDUSTRIALS
	3.66
	1.68
	-0.29
	-1.14
	-0.68
	-0.07
	-0.09
	-0.05
	-0.04
	0.02

	INFORMATION TECHNOLOGY
	-3.66
	-5.48
	-2.52
	-0.58
	-0.18
	-0.99
	-0.49
	-0.03
	-0.07
	0.05

	MATERIALS
	0.63
	-0.51
	-0.08
	-0.42
	-0.21
	0.00
	0.47
	-0.02
	-0.05
	0.01

	TELECOMMUNICATION SERVICES
	-1.93
	-1.26
	-0.26
	-0.50
	-0.47
	-0.33
	-1.68
	-0.12
	-0.03
	0.02

	UTILITIES
	2.49
	2.41
	-0.07
	-0.01
	0.00
	0.00
	0.01
	0.00
	0.00
	0.00

	12 MO JUNE, 2002 
	26.74
	18.48
	-5.21
	-4.50
	-2.04
	-1.46
	-2.15
	-0.42
	-0.43
	0.14

	Note:  Data is as of the close of September 30, 2002 and may include restatements.
	
	
	
	
	


Long term investors should concentrate their investments in the following areas:

Gold, gold funds; domestic and international high yield funds and selected international stock funds. Traders and speculators should contact us for recent investment ideas.







300 N. Lincoln Street, Denver, Colorado 80203

tel. (303) 765-5600, fax. (303) 765-0097

www.calesinvestments.com / www. calesinvestments.com
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