UNS: OF BUBBLES AND

I
LCOUNTERS!
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A Market Post?

o0 |1 don't write much about equity markets collectively, for
two reasons.
O The first is that there is nothing particularly new or insightful
that | can bring to overall market analysis, and | generally find

most market punditry, including my own, to be more a
hindrance than a help, when it comes to investing.

O The second is that | am a terrible market timer, and having
learned that lesson, try as best as | can to steer away from
prognosticating about future market direction.

0 As markets test their highs, talk of market bubbles has
moved back to the front pages, and | think it is time that
we have this debate again.



Who are you going to believe?
1

o There are clearly political and economic storms on the
horizon but there seems to be no consensus on what

those storms will mean for markets.

o The US equity market itself has been resilient, taking bad
macroeconomic and political news in stride, and a bad day, week
or month seems to be followed by a strong one, often leaving
the market unchanged but investors wrung out.

O Investors themselves seem to be split down the middle, with the
optimists winning out in one period and the pessimists in the

next one.

O Market and macroeconomic experts seem for the most part
either terrified or befuddled.



A Bubble or Not a Bubble?
I

0 Why do so many people, some of whom have solid
market pedigrees and even Nobel prizes, believe that
markets are in a bubble?

O The two most common explanations reflect a trust in mean
reversion, i.e., that markets revert back to historic norms.

O The third one is a more subtle argument about winners and
losers in the market, and in the economy.

o The final argument is a conspiratorial one, requiring that you
buy into central banking cabals and market co-conspirators.

0 With each argument, though, there are solid counter
arguments and in presenting both sides, | am not trying
to dodge the question, but | am interested in looking at
the facts.



Bubble Argument 1: What goes up has to

come down...
T

S&P 500: 1960 through Sept 2019

S&P 500 on Jan 1, 2009: 903.25
S&P 500 on Oct 1, 2019: 2976.74
% Change over period: 229.56%
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Counter Argument 1: It’s not just stock

prices that have gone up...

S&P 500: Stock Prices and Cash Flows

350000 % Change | % Change 160.00
1-Jan-09 1-Sep-14 | 1-Oct-19 |vs Sept 09 | vs Sept 14
S&P 500 903 2003 2977 229.68% __1_8‘_6_3‘15_)
Eamings 49.51 104.92 154 211.67% 47.07%
$000.00 Dividends + Buybacks 52.58 96.01 151.20 187.56% 57.48% 140.00
Riskfree Rate 2.21% 2.35% 1.67%
Equity Risk Premium 6.43% 5.28% 5.55%
Cash Yield on Index 5.82% 4.79% 5.08%
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Argument 2: Stocks are expensive (relative
to earnings) and relative to history...

PE Ratios for the S&P 500 - 1969-2019

= PE | Normalized PE | CAPE
—_— Average 16.37 21.72 18.31
1st Quartile | 12.72 16.69 13.07
e Median 16.72 2121 17.69
3rd Quartile | 19.36 25.26 22.51
- 1-Oct-19 |19.59 27.84 24.85
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Counter Argument 2: But so are the

alternatives to stocks..
e

Stock Yields and Treasury Rates

1600%
T.Bond Rate | Earnings Yield | Dividend Yield | Cash flow Yield
- 1989-2018  4.44% 5.45% 2.10% NA
- 1999-2018 3.50% 5.40% 1.87% [ 4.57%
2009-2018 2.58% 5.78% 2.00% 4.75%
Oct-19| 1.67% 5.08% 1.89% 5.08%
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Argument 3: The market has gone up, but

the gains are from a few stocks...
-

Change in Market Capitalization: S&P 500 and FAANG Stocks

$30,000,000 $4,000,000
Between January 1, 2009 and October 1, 2019, the FAANG

stocks increased in value from $196 billion to $3,342 billion, an

$25,000,000 increase of $3.146 billion, accounting for 16% of the increase in
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the market cap of the S&P 500 over the same period.
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m Ne tflix $1,754 $2,947 $9,182 $3,836 $5,143 $21,817 $20,581 $48,885 $53,129 $83,067 $116,723 $117,173
mmmm Facebook S s o 5 $57,670 $138,820 $217,508 $295,978 $331,594 $512,759 $376,725 $508,053
—— Apple $75,871 $190,786 $295,887 $376,411 $S$499,614 S$500,739 $647,361 $586,859 $617,588 $860,883 $748,539 $1,012,16

m— Amazon $21,991 $58,245 $80,791 $78,718 $113,634 $182,540 $143,694 $316,832 $356,316 $563,535 $734,416 $858,678
= Alphabet $96,834 $196,701 $189,937 $209,199 $232,441 $374,415 $358,537 $528,448 $539,070 $729,458 $723,465 $845,993
—S&P Total $7,619,91 $9,711,89 $11,164,3 $11,982,4 $13,499,8 $17,482,3 $19,331,0 $17,899,5 $19,267,9 $22,821,2 $21,026,9 $26,296,0



Counter Argument 3: Not uncommon and

what if?
1

o Not unusual: There have been very few bull markets, where
companies have shared equally in the gains, and it is more common
than not for market gains to be concentrated in a small percentage
of companies.

0 Economic shifts: Each of the companies in the FAANG, for instance,
has disrupted existing businesses and grabbed market share from
long-standing players in these businesses and the nature of their
offerings has given them networking benefits

o Regulatory backlash? It is possible, maybe even likely, that we will
see anti-trust laws rewritten to restrain these companies from
growing more or even breaking them up. While that would be bad
news for investors in these companies, those rules are also likely to
enrich some of the competition and push up their earnings and
value.
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Argument 4: A Central Banking Prop up?
N

Ten-year Government Bond Rates: Jan 2008 versus Oct 2019
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Counter Argument 4: Interest rates would

have been down anyway...
-

Ten-year T. Bond versus Intrinsic Risk Free Rate

20%
10-year T.Bond Rate |Inflation Rate |Real GDP Growth |Intrinsic Risk Free Rate |The Gap
1954-2018 5.78% 3.56% 3.02% 6.58% -0.80%
1954-1980 5.83% 4.49% 3.50% 7.98% -2.15%
1981-2008 6.88% 3.26% 3.04% 6.30% 0.58%
2009-2018 2.55% 1.86% 1.72% 3.58% ~-1.03%
155% 10/01/19 1.67% 1.76% 2.28% 4.04% -2.37%
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A Composite Indicator: The Implied ERP
-

Expected cashflow growth in next 5 years

Base vear cash flow (last 12 mths Cash flow growth = Top down analyst estimate of
DiVi(yjendS ('rrM) ( 56.20 ) earnings growth for S&P 600 = 3.31%
+ Buybacks (TTM): 95.00

= Cash to investors (TTM): 151.20

1 2 3 4 5 Earnings and Cash

- flows grow @1.67%
Earnings 159.42 164.69 170.13 175.76 181.57 |4— (set equal to risk free

Dividends + Buybacks | $156.20 | $161.36 | $166.69 | $172.21 | $177.90 rate) ayyear forever.

S&P 500 on 10/1/19=
2976.74

\ The last term in this
equation is the ex ed
156.20 + 161.36 + 166.69 + 172.21 + 177.90 177.90(1.0167)  —— ir?dex level at memof
A+r) QA+7r)?Z QA+ QA+n* A+7r)°5 (F-.0167)(1+71)° year 5 (capturing price
appreciaiton)

2976.74 =

l Solve forr

r = Implied Expected Return on Stocks = 7.22%

Minus

Risk free rate = T.Bond rate on 10/1/19=1.67%

Equals
Implied Equity Risk Premium (1/1/19) = 7.22% - 1.67% = 5.55%
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Reading the ERP: 2009-2019

Implied ERP and Treasury Rates, by Month: January 2009 - October 2019
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Market Correction?

0 At this point, you are probably putting me in the bullish
category, but | am neither bullish nor bearish, just
market-neutral.

0 In other words, my investment philosophy is built on
valuing individual companies, not taking a view on the
market, and | will take the market as a given in my
valuation.

o Does this mean that | am sanguine about the future
prospects of equities? Not in the least! With equities, it
is worth remembering that the coast is never clear and
that the reason we get the equity risk premiums is
because the future can deliver unpleasant surprises.
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Scenario 1: An Implosion in Fundamentals

o Slow or negative global economic growth: The global

economic slowdown picks up speed, spreads to the
US and become a full-fledged recession.

o Cash flow pullback: This recession in conjunction
with a large crisis (Hong Kong spins out of control,
Brexit takes down the EU with it, political upheaval
in Saudi Arabia) causes earnings to drop and
companies to drastically reduce stock buybacks.

o T. Bond rates start to move back up towards normal
levels: Higher inflation and central banks losing their
persuasive power cause rates to move back up.
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Scenario 2: A Global Crisis with Systemic

After Shocks
1

0 There are multiple potential crises unfolding around the
world and one of these crises may be large enough, in terms
of global and cross sector consequences, to cause a major
market pull back.

0 The triggering mechanism for the meltdown will be a jump in
equity risk premiums to higher levels, as investors reassess
market-wide risk, but for the crisis to have sustained
consequences, it has to then feed into economic growth
(perhaps through a drop in consumer and business
confidence) and earnings and cash flows.

0 After a decade of false alarms, investors are jaded, but the
crisis calendar is full for the next two months, as Brexit,
impeachment, Middle East turmoil and the trade war all play
out, almost on a daily basis.
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Bottom Line
I

o | am going to pass on market timing, accept the fact that the
markets of today will be globally interconnected and more volatile
than the markets of the last century, and stick to picking stocks.

o | hope that my choice of companies will provide at least partial
protection in a market correction, but | know that if the market is
down strongly, my stocks will be, as well.

o | know that some of you will disagree strongly with my market
views, and | will not try to talk you out of them. If you are a master
macroeconomic forecaster who believes that a perfect storm is
coming where there is a global recession with a drop in earnings
and a loss or corporate confidence (leading to a pull back on
buybacks), perhaps accompanied by high inflation and high interest
rates, you definitely should cash out, though | cannot think of a
place for that cash to go, right now.
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