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Should we focus on E/P instead?

Michael Kitces | Pinnacle Advisory Group | 28 April 2015

In recent years, there has been a growing debate about the relevance of P/E ratios,
especially the Cyclically- Adjusted Price-Earnings (CAPE) ratio popularised by Nobel Prize
winner Robert Shiller. Are stock P/E ratios really elevated in today's environment? Could
P/E ratios simply have reached a new permanently high plateau?

Yet when the standard P/E ratio is flipped upside down, a different conclusion quickly
emerges — stocks with a high P/E ratio have a low E/P ratio (by definition). And, a low E/P
ratio means the market in the aggregate (or some stock in particular) simply is not
producing very much in earnings relative to its current price. Which means, regardless of
whether the earnings are ultimately paid as dividends or reinvested for future growth for
price appreciation, there just isn't as much return on the table.

Viewed from this perspective, perhaps the oft-maligned P/E ratio deserves more credit.
No one would debate that bonds with a yield of 4% will likely have a lower return than
bonds yielding 8%, or that rising bond yields can further dampen a bond's total return.
So, if we examine equities based on their E/P ratios, and look to their earnings yield as
well, is it really so controversial to expect that below-average earnings yields (and
correspondingly high P/E ratios) may well lead to below-average returns in the future?

REVISITING THE P/E RATIO

The basic concept of a P/E ratio is relatively straightforward - it's the price that investors
are willing to pay to get access to (i.e., own a share of) the current/future earnings of a
company. Ultimately, the value of a company should be the discounted present value of
its future cash flows, but because future cash flows are uncertain, we can look at what
investors are paying for a slice of current earnings as a benchmark.

If investors are optimistic that earnings will grow for a particular company, they'll likely be
willing to pay more to own a slice of those earnings than another company with less
appealing growth prospects. Simply put, you'd likely be willing to pay far more for $1 of
company's earnings that's going to grow at 20% per year (a strong growth company) than
one that's only expected to grow its earnings at 3% per year (a mature company in a
competitive industry). Thus, higher growth companies generally have higher P/E ratios
than lower growth companies, and investors tend to pay higher P/Es in the aggregate in
more optimistic economic environments that are anticipated to produce more growth.
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The caveat, however, is that ultimately a P/E ratio changes both by investors buying up or
selling down the Price, but also because of changes in the Earnings of the company itself.
And, although there is general agreement about what the P/E ratio means/implies, there
is less agreement about exactly what estimate of earnings is best to use to calculate it in
the first place.

To smooth out this volatility of earnings, Nobel Prize winner Robert Shiller has
popularized the "Cyclically-Adjusted Price-Earnings" ratio (or CAPE for short) which uses
as the denominator of the P/E ratio a 10-year, inflation-adjusted average of trailing
earnings (the Price is still the current price of the market). Shiller's research suggests that
this ratio has some predictive value for long-term returns.

Notwithstanding its apparent predictive value, though, much criticism has been levied at
the Shiller P/E ratio (and P/E ratios in general) as lacking usefulness or relevance for
investors. To some extent, this may really be valid in the short term, as there are a lot of
factors besides just valuation that can impact a stock's return in the short term.

Yet, it appears that to some extent, criticism towards the P/E ratio may simply be due to
its lack of intuitiveness - it's hard for us to wrap our heads around what a P/E of 12 or 15
or 20 or 25 really "means"”. Yet in practice, the apparent relevance of the P/E ratio may be
far clearer if it's simply turned upside down.

FLIPPING THE P/E RATIO TO AN E/P RATIO

To the extent that a P/E ratio measures price relative to earnings, its reciprocal - if you
flip the fraction - is simply a measure of earnings relative to price. In other words, given
the stock has a certain price, what percentage of its value is created every year in the
form of earnings. In essence, the E/P ratio is simply a measure of "earnings yield".

Of course, in the case of earnings, we don't necessarily know in the near term whether the
stock will pay out its earnings in dividends, or take its earnings and reinvest them for
future growth (resulting, in theory, in higher dividends in the future). Nonetheless, if we
ultimately care about a company's (future) cash flows, the earnings yield is the simplest
way to evaluate how much is being generated relative to the current price.

From this perspective, knowing a stock's earnings yield and its E/P ratio should be highly
appealing. As with any investment, stocks with a high earnings yield should probably
generate a decent return, and stocks with a low yield are probably less likely to do so.

While there is an astonishing amount of debate about whether a stock with a P/E ratio of
25 is riskier than a stock with a P/E ratio of 12.5, is there really any debate that a stock
yielding 4% (whether those earnings are ultimately being distributed as dividends or
reinvested for growth) is probably not as good of a deal as a stock yielding 8% (to be
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distributed or reinvested as well)? Mathematically, a P/E ratio of 12.5 vs 25 and an
earnings yield of 8% vs 4% (respectively) are the exact same thing!

Of course, there are times that an investor might still want to buy a stock with a current
earnings yield of 4% instead of one with a yield of 8% - for instance, where the investor
has a strong belief that earnings will rise significantly with growth in the near future, such
that what appears to be a "low" earnings yield today will end out being more favorable in
the future. And that's a valid viewpoint, with the caveat that it becomes intuitively obvious
that you really should only ever buy a stock with a yield of 4% instead of one with 8%
because you expect that company's earnings and fortunes to grow significantly (or,
because you expect the company yielding 8% to be poised for an earnings tumble).
Otherwise, you're just buying a stock generating less cash and having a lower yield. It
shouldn't be any great surprise that it will have a lower expected return!

THE PREDICTIVE VALUE OF E/P RATIOS

While it seems intuitively obvious that all else being equal stocks yielding 8% will have a
better long-term return than stocks yielding only 4%, the question arises - given how
volatile earnings really are, is the predictive value really any good? As it turns out, yes.

Figure 1 below shows the E/P ratios of stocks over time, and their subsequent 1-, 5-, 10-
, and 15-year returns. The E/P ratios are calculated in the same manner as Shiller CAPE -
literally, they're simply the reciprocal E/P fraction, and the graph simply looks at the
relationship between the then-current earnings yield (based on trailing earnings) and
what the average annual growth rate of stocks turned out to be 1/5/10/15 years later.

As the results show, E/P ratios don't have a very strong relationship to returns in the
short term - but the relationship improves significantly over longer time periods, and
especially at yield extremes. Over a 10-year period, the negative returns occurred
consistently when the earnings yield on stocks was below 5%, and similarly none of the
strong return scenarios (15%+) occurred until the earnings yield was over 5%. An earnings
yield of 5% corresponds to an environment where the P/E ratio is over 20; in other words,
just as the P/E ratio implies as well, buying stocks with a P/E over 20 (or an earnings yield
below 5%) has a higher likelihood of loses a decade later, and a greatly diminished
probability of outsized returns.
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Figure 1: E/P ratios (current earnings yield) and subsequent price growth rates
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Of course, in the ideal world, we would simply predict the value of a stock based on the

actual value of anticipated cash flows (i.e., forward earnings) it will generate in the
coming years. Unfortunately, there's a problem with forward P/Es - the reality is that
analysts aren't very good at actually estimating this, as shown in Figure 2 below from

Yardeni. It shows finds that, on average, analysts overestimate earnings to the tune of
about 30% (and, they tend to be off the most at turning points in the markets where they
matter the most!).

Figure 2: S&P 500 operating earnings per share
(Consensus analysts' estimates in dollars, monthly, ratio scale
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Sources: Thomson Reuters I/B/E/S and Standard & Poor's. Time-weighted average of current year's
and next year's consensus earnings estimates. Actual 4Q sum from S&P until Q4-1993, from
Thomson Reuters |/B/E/S thereafter.

This

lack of predictive value for forward earnings is ultimately what leads to the use of

trailing earnings (eliminating the optimism bias of forward earnings) - and in particular,
the Shiller CAPE - as trailing 12-month earnings are similarly problematic For instance,
through the end of the second quarter of 2007, the trailing 12-months of as-reported
earnings was $84.92/share and the S&P 500 was at 1,503 on 29 September of that year,
resulting in a P/E ratio of 17.7. One year later, in the summer of 2008 (after the market
had already peaked in October 2007 but before the market crash), earnings were at
$51.37 and the market had come down to 1,280, resulting in a P/E ratio of 24.9. Another

year

later, in the summer of 2009, not long after the market had troughed (along with

earnings), the trailing 12-month as-reported earnings were only $7.51 (due in part to the
huge write-offs from financials as they gave back what turned out to be very overstated
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profits from the prior years) and the market was at 919, resulting in a P/E ratio of
122.4! In other words, because of the significant volatility of immediately trailing
earnings in the midst of a turn in the market cycle, the trailing P/E ratio showed the
market as cheapest in 2007 at its peak before the crash and astronomically expensive in
2009 after the crash happened and stock prices were down 40%!

This, ultimately, is the point of the Shiller CAPE ratio - on a 10-yearm cyclically adjusted
basis, the CAPE ratio showed the markets as expensive in late 2007 and cheap after the
crash, while short-term 12-month trailing earnings showed the opposite! Of course, a
long-term trailing E/P ratio (e.g., CAPE, based on 10 years of smoothed trailing earnings)
will inevitably "understate" earnings going forward - at least, to the extent that there is
any future growth rate anticipated.

Nonetheless, this is not necessarily problematic. It simply means that the predictive value
of earnings yields is not a direct 1:1 ratio. In other words, an earnings yield of 4% doesn't
mean the stock solely has an expected return of 4%, or that an 8% yield has an expected
return of 8%. Given that earnings and the economy do tend to grow over time, 10-year
annualised returns are typically higher than the earnings yield at the beginning of the
time horizon (as shown in Figure 3 below, most returns are above the 1:1 return:earnings
yield diagonal line). A 4% earnings yield is expected to produce some return greater than
4% as earnings grow (and, likewise, for an 8% earnings yield). Nonetheless, the correlation
remains strong. While a low earnings yield doesn't unequivocally predict a precisely
similar long-term return, it still reveals an elevated risk of a bad return and a reduced
likelihood of a good one.

Figure 3: Starting E/P Ratio and subsequent 10-year annualised return
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Viewed another way, when earnings yields start out weak, with some future growth,
returns may be a little higher - but there's just only so much potential earnings growth on
the table to make up for the low starting point. While individual growth stocks can
potentially overcome a low earnings yield, for the market in the aggregate, the economy
and total earnings can only grow so fast, as earnings growth and profit margins
themselves tend to be mean-reverting as competitive capitalism takes hold!

This can be viewed not only in comparing investments directly - a stock with an earnings
yield of 4% versus one at 8% - and looking at markets in the aggregate, but also in
looking at the absolute level of the earnings yield for markets relative to history. Stocks
with an earnings yield well below the historical average (i.e., a high P/E ratio) have an
elevated risk of delivering below-average returns. And, conversely, stocks with an above-
average earnings yield (low P/E ratios) are likely to deliver above-average returns in the
future. And, if earnings yields are going to rise, then just as a bond, prices must fall,
further exacerbating the low expected returns of a low earnings yield environment. As
Figure 4 below shows, there is a strong relationship between starting E/P yield (based on
CAEP) and subsequent 10-year returns, especially when the E/P yield is low to begin with
(overall correlation is a solid 0.529).

Figure 4: Historical CAEP vs 10-yr return
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The bottom line, though, is simply this: while there has been a great deal of controversy
about P/E ratios, it’s hard to see why there is such debate at all when viewed as an E/P
ratio instead. No one would debate that a bond fixed to a yield of 4% has a lower return
than a bond with a yield of 8%, or that a bond with a low yield that must rise to historical
averages is going to lose more value in the process.
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In the case of equities, the cash flows are less certain than a bond - they can, and
generally will (at least for the aggregate market) grow over time, and there is some valid
debate about the best way to evaluate earnings. Nonetheless, the simple conclusion
remains that buying stocks with an earnings yield significantly below historical levels
should have an elevated risk/likelihood of delivering below-average returns. Even if stock
P/E ratios have reached a new "permanently high plateau”, the corresponding earnings
yield valley should make it clear that returns must inevitably be lower in the future, even
if such P/E or E/P ratios are sustained. Or, in the bond context, when bond yields fall to
3% from historical levels and stay there, avoiding the bond price losses that would occur
if rates rise, the good news is that bonds won't lose value from rising rates, but the bad
news is still that as long as they're priced for a 3% yield in the first place, there's not much
room for a better return that reaches the long-term historical average, either! So is it
really that different if we're talking about stocks with an earnings yield of 3% instead of
bonds with a yield of 3%?

Perhaps it really is time that we stop talking about P/E ratios, and start thinking more
about E/P ratios instead, as predicting that returns may be higher or lower with a low (or
high) earnings yield (and a corresponding P/E ratio) really shouldn’t be so controversial
after all?

Michael Kitces is a Partner and the Director of Research of Pinnacle Advisory Group, a US-
based private wealth management firm that works with over 700 families and manages
close to USS1 billion in assets for clients in the US and around the world. The above
article is reproduced with permission from Michael's blog "The Nerd's Eye View". Michael
is a member of PortfolioConstruction Forum's core faculty of leading investment
professionals.
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