U.S. Market Under the Spotlight

Stock Value: The Price/Earnings Fallacy
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he investor’s
quest to discover
a single, simple
measure for stock
market value
appears to have
ended with the
popular acceptance of the price-to-
earnings ratio as the arbiter of what
constitutes an expensive or cheap
market. Major business magazines
and media outlets frequently quote
analysts and market strategists as
arguing that the stock market is
either too expensive or too cheap
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depending on whether the price-to-
earnings ratio (PE) on the Dow
Jones Industrial Average is above
or below historical trends.

[f the PE ratio is above historical
averages, this supposedly implies that
stocks are more expensive than nor-
mal, and future capital gains would be
lower than usual because stock prices
would need to either drop or grow
slowly until they return to their his
torical relationship with earnings. Just
the opposite would be assumed if the
PE ratio were lower than the historical
average. The widely presumed implica

tions of this theory are twofold: rela-
tively high PE ratios will lead to lower
stock prices in the future, and low PE
ratios will lead to higher prices in the
future, Therefore, one should buy the
market when PEs are low and sell the
market when they're high.

The problem with this theory is
simple. It is wrong. Graph One shows
that a statistical analysis of 80 years of
data provides a compelling argument
that there is no relationship between
movements in the Dow 30 Stock aver-
age and PE ratios. In 1933, lor example,
the Dow sold for as much as 52 times



Percent Change in Dow Jones Indus tnal Average

Graph One

Graph 1

Dow Jones Industial Average
Mext Year's Percent Change vs Prior Year's Year-End PE

1920-2001
30,0% -
L
0.0% i
SIS [ L]
L Y y:DD:ﬂI‘.I?HD.ﬁa:m
‘ R = 0.0023
- |
- [] -
% 4 .
0.0% i n‘ —_ . e . ) _ _ i ™ E.aancil
S 4_|:-_ni.“ 0.0 80,0 a0 PR 1200 1apy L—=Lnear [Series1)
- ’ﬂ-
L
-20.0% %
L
»
- *
-40.0%
»
0.0
Yaar-End FE Ratio
1920-2000
Graph Two
Forecast of S&P 300 P/E vsYear-End 5 Y ear Treasury Yield
1965-2001
S0 o
&
45,0
40,0
35.0 -
Y soo
8
o
2 250 = [} e
% - ] = Actual
S 200
£
]
15.0 o S
i b . - =
[ "::-‘__ .
| ] L] ™ -..._‘_“-‘
3.0
10
000 2.00 4.00 5.00 5.00 10,00 12.00) 14.00 16.00

Year-End 5 Year Treasury Yield

BUSINESS FORUM Vol.25, Nos.3,4






