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Time to take some chips off the table?

February 15, 2004

After advancing almost 10% over six consecutive sessions, the Nasdaq has now lost 4.1% in four straight sessions. Talk about volatility. It was a good fourth quarter for technology companies and the rest of the stock market. Chuck Hill from Thomson Financial calculates that fourth-quarter 2003 earnings for the S&P 500 came in at around 28% growth. That will have been the best quarterly growing in more than decade, dating all the way back to the third quarter of 1993. However, this past quarter will almost certainly represent the peak in quarterly earnings increases for this cycle. The quarterly earnings increases for the S&P 500 according to Hill are estimated to grow like this: 14.2% for the first quarter, 13.7% for the second, 10.7% for the third, and 12.5% for the fourth. The fact that earnings growth from the fourth quarter 2003  to the first quarter of 2004 might be cut in half is a significant slowdown and might cause some indigestion. Portfolio managers are probably sifting through their portfolios right now to see, which stocks have gotten ahead of themselves and need to be sold, just in case.

So, how attractive are stocks really? Many investors like to compare the “earnings yield” of stock indices (the inverse of the price-earnings ratio) to the yield on riskless alternatives like the 10 year government bond to come up with a relative valuation measure. This model was implicitly endorsed by the Federal Reserve and is therefore called “the Fed Model”. I do believe that this model has some drawbacks, but since it is widely accepted, I decided to use it also. Standard & Poors estimates indicate that “operating earnings” (excluding “one time charges”) for the year 2003 should come in at around $54.89 for the S&P 500. On 12/31/03 the index closed at 1,111.90 which gave it a Price Earnings Ratio (PER) of  20.25. For the year 2004, Standard & Poors expects earnings of $62.72 for the S&P 500. The index closed on Friday at 1,145.80, which results in a forward PER of 18.27. The earnings yield for this index thus amounts to 1/18.27 = 0.0547 or 5.47%. The 10 year treasury note closed Friday at 4.05% resulting in a value of 0.74. According to this model, the S&P 500 is therefore undervalued by about 26%. If bond yields start to rise, the stock market becomes less undervalued or overvalued. (If one uses “as reported earnings” estimates of $52.30 instead, the PER rises to 21.95, the earnings yield falls to 4.55 % and the market looks undervalued by only 11%). See the charts below for a graphic representation of this concept.
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USA: S&P 500 Price Earnings Ratio as of 02/13/04
based on operating earnings for 2004
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The two charts above represent the best case scenario. Stable yields and and Price Earnings Ratio based on operating earnings, which exclude all the nasty one time charges that companies have to endure. Sometimes, these “one time” charges have the habit of coming back year after year, though. “As reported earnings” include all these charges and in my opinion produce a much better overall picture of the current state of the stock market. In the exercise below, I assumed that interest rates were to rise from currently 4.05% to 5.5% and that the Price Earnings Ratio for the year 2004 would be based on “as reported earnings” of $ 52.30 instead of “operating earnings” of $62.72. Watch how the look and feel of the charts change.     
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USA: S&P 500 Price Earnings Ratio
based on "as reported" earnings for 2004
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The left chart below shows the current valuation of the Standard & Poors 500, using “operating earnings”.

The right chart below shows the assumed valuation of the index when using “as reported earnings” and 10 year interest yields of 5.5% instead of 4.05%.  The scenario changes from pretty good to pretty bad in a heartbeat.
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[image: image6.png]USA: 10 Year Bond Yields / S&P 500 Earnings Yield for 2004
(vields assumed at 5.5%, "as reported" earnings assumed)
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It is easy to envision a scenario, where interest rates go from roughly 4% to 5.5%. All it takes is for foreigners to stop buying our treasury securities. At the current time, nearly 50% of  all treasury securities being auctioned off go into foreign hands. Bill Gross, managing director at PIMCO, the largest fixed income investor in the world wrote in his latest “Outlook”  about the potential pitfalls of an economy whose “productivity” is merely a function of its cost of capital. When reading his article, I was reminded again of the similarities between the “Japanese miracle” of the 1980s (which in part turned out to be an engineered heist of foreign markets through artificially low costs of capital) and our current situation. I can easily see the dollar stabilizing, foreign central banks congratulate each other and then just walk away. Trust me, if the US fixed income market was left to its own devices, a 5.5% interest rate on the ten year note is not far fetched at all.

The earnings picture is more solid. This is good news and seems to have few uncertainties to worry about (except the labor situation mentioned in our last newsletter). However, the interpretation of what constitutes earnings and which portion of a company’s income should be included into the valuation picture is still a contentious issue and subject to change. That was the ultimate reason why Standard & Poors decided to isolate “core earnings” and track them separately. Earnings quality might become an issue down the road again. 

Overall, however, the picture for the coming year is good if interest rates behave and rise gradually. Interest rate shocks seem to constitute the real danger for this market. 

Hermann Vohs

To learn more about our current recommendations call us toll free at: 866- 33-CALES (866-332-2537)
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