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Downunder Daily
The Secret of Successful
Investing...

| get strong pushback on my cautious view from
asset allocators: where else, they ask, can they go,
aside from equities? They think Treasury yields are
unsustainably low, credit has no appeal, the Fed's
rapidly lowering the returns on cash, so equities —
despite the jitters — remain the best house on a bad
street.

Relative value indicators support that view. The much-
watched bond yield-prospective earning yield model
says that equities have never ever looked this cheap
relative to Treasury bonds. Even allowing for the fact
that the centre of gravity seems to move, the equity
yield/bond yield ratio is now below the level that has
signaled strong equity outperformance over the past
few years (Exhibit 1).

I have two problems with this argument. The first is
cyclical: it would be very unusual for equities to bottom
this soon in a recession (in the United States, after the
print of only a negative payroll number). The bigger
problem is that, on most absolute measures, equities
look expensive or, at best, not cheap.

Exhibit 2 shows two long-term series of S&P500 price-
earnings. One is the conventional trailing 12-month
series, the other is the Graham-Dodd PE, which is
based on a trailing 10-year average of real earnings.
The Graham-Dodd PE is designed to capture price
relative to through-the-cycle earnings. Given | think
that we’re in an earnings bubble — that is, earnings now
are well above what's sustainable — this measure better
reflects the expensiveness of equities.

Absolute value matters. As | tell my very best clients,
the secret of successful investing is this: buy low and
sell high. This subtle point is confirmed by Exhibit 3,
which shows the historical relationship between the
price you pay and the returns you get.
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Exhibit 1
Where Else Would You Be...
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Exhibit 2
...Although Not Exactly Cheap
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The heavy line is the 10-year return, the thin line is the
Graham-Dodd PE, inverted (so the line is low when the PE is
high) and pushed forward by 10 years (so the purchase price
and the subsequent 10-year return are aligned). There have
been three occasions when the Graham-Dodd PE exceeded
25: the early 1930s, the mid-1960s and 2000. Buying at that
price in 1930 or 1966 produced negative returns over the
following 10 years. We won't know the 10-year return on
shares bought in 2000 until 2010, but my hunch is that it will
also be negative.
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Many investors’ equity risk premium — the additional reward
required to hold a risky asset (equities) — is assumed to be
around 3%. So that implies that a conventional investor
would, even at today’s levels, be better off on a 10-year
horizon in a risk-free asset that returns anything over 0%. For
example, a 10-year inflation-protected Treasury bond now
offers a risk-free real return of 1.5%. In other words, | think
it's attractive — even on a 10-year view — to buy index-linked
bonds today, rather than the S&P500. Equities simply aren't
yet cheap enough to compensate for the risk, in my view.

Exhibit 3
The Secret: Buy Low, Sell High

Exhibit 5
The Short View: Prospective 2-Year Excess Returns

S&P VALUE AND RETURNS

a o o,
P

JOYR CAGR %

=
o
+

10YR RETURN (LHS)

20+ ——GRAHAM-DODD PE* [INV]

-25 - * BASED ON 10YR REAL AVERAGE EARNINGS LEADING BY 10 YEARS - 50

Jan-00
Jan-10
Jan-20
Jan-30
Jan-40
Jan-50
Jan-60
Jan-70
Jan-80
Jan-90
Jan-00
Jan-10

S&P RETURN VERSUS 2YR TREASURY BOND

END-PERIOD FORECAST PE
11 12 13 14 15 16
-8% -17.0 -13.4 -9.8 -6.4 -3.1 0.1
I -6% -15.2 -11.5 7.8 4.4 -1.0 2.3
E -4% -13.4 =9.6 -5.9 -2.3 1.1 4.4
8 -2% -11.6 -7.7 -3.9 -0.3 3.2 6.6
o 0% -9.8 -5.8 -1.9 1.8 5.3 8.8
o 2% -8.0 -3.9 0.0 3.8 7.5 11.0
e 4% -6.2 -2.0 2.0 5.8 9.6 13.2
E 6% -4.4 -0.1 38 7.9 11.7 15.3
g 8% -2.6 1.8 559) 919 13.8 11715
N 10% -0.8 3.6 7.9 12.0 15.9 19.7
12% 1.0 5.5 9.8 14.0 18.0 21.9
Assumes constant pay-out ratio. Dividends/bond coupons not reinvested.
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Grey: equities return less than 3% more than a 2yr note (2yr=2.09) S&P500=1355

Source: Standard & Poor’s, BEA; Morgan Stanley

Wall Street is not offering the same once-in-a-generation
opportunity to sell that it did in 1930, 1966 or 2000. But it
remains expensive, in my view. Exhibit 4 shows a scatter plot
of 10-year returns and purchase price. The average real
return (including reinvested dividends) from buying a market
as expensive as today’s has been around 3%. (Note, I've
excluded the TMT bubble from this analysis. If that is
included, then the average return is around 4%:%.)

Exhibit 4
Not a Promising History
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Not many investors do 10-year asset allocation any more.
How do equities stack up on a shorter time horizon?

The numbers in Exhibit 5 show the potential returns on
holding equities over the next two years compared to the
apparently skinny 1.9% return on offer from a 2-year Treasury
note. Buying a 2-year note and holding it to maturity locks in
that return, so the excess equity return depends on only two
things: the change in earnings over the period, and the PE at
the end of the period. The table provides a range of
outcomes based on those two variables.

The grey shading in the table indicates combinations of
earnings growth and end-period PEs where the equity return
doesn’t exceed the return on the 2-year note by more than 3%.
That is, where the equity return won’t beat the equity risk
premium. So, for example, if earning forecasts fall by 2% per
year and the end-period PE is 14, equities will return 0.3% per
year less than the 2-year note. Not worth it, in my view. Do |
think that earnings/PE combination could occur? Absolutely.
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