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Some U.S. and European companies do a fairly good job of exporting to Asia and the Middle 
East.  In addition, investments in hard assets (i.e. metals), or stocks that mine hard assets, are in 
essence a play on growth in Emerging Asia. 

 
Unfortunately, optimists generally don’t ask too many questions.  They just go ahead and buy.  
Not surprisingly, we have a lot more questions from the skeptics and pessimists. 
 
Questions from the skeptics and pessimists – but what about…: 
 
Q.   You base your one-year-forecast on analyst estimates, but don’t Wall Street analysts tend to 

be too optimistic? 
 
A.  Wall Street analysts are usually too pessimistic on the way out of a recession and too 

optimistic on the way in.  If anything, we guess they are too pessimistic at this point in the 
cycle. 

 
Q.  Isn’t it true earnings estimates are positive because companies have been cutting costs?  

However, they can’t cut costs forever.  Eventually there has to be revenue growth.  People 
and businesses need to buy more but given current economic conditions, how likely is this 
to occur? 

 
A.  It is true that eventually revenues need to grow.  At this stage of the recovery, however, 

most of the gains will come from cost controls and this trend may continue.  American 
businesses have become quite good at becoming productive by eliminating less profitable 
lines of business and through more efficient use of technology. In addition, as discussed in 
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our last review, revenues have been coming in at surprisingly positive levels for half of the 
companies in the S&P 500.  This may indicate that revenues will contribute to the bottom 
line sooner rather than later. 

 
Q.  But is it really correct to value companies based on what they will earn over the next twelve 

months?  The true value of a company should reflect what it earns normally – not at a 
cyclical high or low! 

 
A.  We agree with you on this point.  Companies should be valued based upon their earnings 

on a normal mid-cycle basis.  But what is normal? 
 
Q.  Didn’t your parents teach you not to answer a question with a question?  You’re the answer 

person.  How do you arrive at a normal level of earnings? 
 
A.  For the market as a whole, we make a rough estimate for normal earnings by drawing a 

trend line through historical earnings growth just as we did in the chart that follows.  A trend 
line is a nice mathematical way of demonstrating that good times tend to be followed by 
bad times, and visa versa. 

 
You may notice the trend line in the graph doesn’t look smooth.   This is because we actually 
calculated the trend line for growth in real (or inflation-adjusted) earnings.   In the first chart, we 
add inflation back in.  
 
Since inflation varies over time, the line isn’t smooth.  The reason we calculate the trend for real 
earnings growth is that real earnings should be related to real GDP growth.  Real GDP growth is 
relatively constant over long periods and correlates to fairly stable factors such as workforce and 
productivity growth rates.  Inflation on the other hand is a matter of public policy.  We have 
experienced long periods when central bankers have tolerated either very high or low inflation.  
Calculating a trend line based on earnings unadjusted for inflation may draw a distorted picture 
of normal earnings power. 
 
Finally, we have adjusted for the fact companies have been taking more write-offs.  Analysts 
generally estimate operating earnings, which exclude write-offs, based on the rationale that 
operating earnings do a better job of projecting future earnings growth based on ongoing 
operations.  
 
Unfortunately, write-offs are a real part of investing in stocks and they have become significantly 
larger if you look at the gap between reported and operating earnings.  If you invest in an index 
of stocks, there will be earnings write-offs in the future.  A portion of those write-offs should be 
considered a normal part of operating earnings.  Hence, the trend line we drew does not 
actually go through the center but a little lower.  
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Q.  So after all of those adjustments and qualifications, what is the normal mid-cycle level of 

earnings for the S&P 500? 
 
A.   Currently it is about $67 growing at a real rate of about 2% per year. 
 
Q.   And what does that mean for the fair price of stocks? 
 
A.   If we apply a P/E of 15, it would mean a fair value of 1005 on the S&P 500.  The gap 

between actual index values and the theoretical normal value is not at an extreme. And 
since there is a lot of room for argument as to how to calculate normalized earnings, it 
would be a mistake to draw too precise a conclusion. However, based on our measures, 
we are clearly at a premium value for the S&P 500 at this point. 

 
Q.   If we combine this information with the fact that government bond yields are at extremely 

low levels, does this mean the world’s central banks are engineering another asset bubble 
using government debt rather than consumer and financial company debt? 

 
A.   You would have thought they would have learned their lesson. 
 
Q.   You didn’t answer the question. 
 
A.   Didn’t I? 


