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THE VALUATION TRAP

Key Points

¢ When the economy dips, earnings dive.

e So far, S&P 500 earnings are down 11.2% from peak.
This is close to the average decline of the last four profit
recessions, though less than the 16.7% of 1990-92.

o Stock prices typically bottom well before earnings do.
Unfortunately, valuation yardsticks are of little use in
identifying the market bottom.

Another mirage?

The S& P 500 is up 14% from its September 21 low. Is
the bear market finally over, or isthisjust another
mirage? So far thisrally is not different from previous
failed liftoffs (chart 1). In January, the benchmark index
rose 8% before tumbling to anew low in early April. It
then rose 19% in April and May, but the downtrend
resumed after 33 trading days. Figuring out whether the
present liftoff will succeed is no easy task. For one thing,
valuation seems to be amajor roadblock. But isit really?

Wilder cycles

When the economy swings, profits swing more. Chart 2
juxtaposes the yearly changesin S& P 500 earnings and
in U.S. economic activity (proxied by the Conference
Board's coincident indicator). As this chart shows,

Economic and Strateg

(1) Another Mirage?
S&P 500 rally episodes in 2001 (trough to peak)

04/04/01-05/21/01

_ index trough = 100
120 (+19%)

The S&P 500 is up 14%
115 | from its September low ...

110 A

09/21/01- to date

12/21/00-01/30/01
(+7.8%)

... still very much in line with
previous failed liftoffs.

105 A

100 4

95 -
0 2 4 6 8 10 12 14 16 18 20 22 24 26 28 30 32 34 36 38
Source: NBF Economic Research Trading days

(2) A Wilder Ride

S&P 500 earnings growth (y/y) vs. U.S. economic activity (y/y)
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fluctuations in the economy trand ate into much wilder
swingsin earnings.
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To get a better sense of the magnitudes involved, we
looked at the behaviour of earnings and the economy in
four previous episodes — three recessions plus the
earnings downturn of 1985-86 (summary table and
chart 3). Three points are hoteworthy:

¢ The downturns were much deeper for earnings. On
average, earnings tumbled more than 11% and the
economy dipped 2.8%.

¢ The economy tends to bottom first, an average of
three months ahead of earnings.

e Earningstake longer to recover than the economy
does.

0 ono e
Economy Earnings PIE
Economic Extent Time required for Earnings Extent of Time required for |expansion
trough decline full recovery trough decline full recovery
1975.03 -5.1% 12m 1975.03 -11.0% 12m 45%
1982.11 -6.1% 13m 1983.01 -8.5% 17m 23%
1986.01 2.3% 1986.01 -8.1% 1lm 27%
1991.03 -2.2% 18m 1992.02 -16.7% 2lm 58%
2001.03 to date -0.2% -11.6% 17%
Average* -2.8% Average* -11.1% Average* | 38.3%

Source: NBF Economic Research
* excluding the current episode

(3) Slower to Heal

Average recession/recovery episode: economy and S&P 500 earnings
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In short, when the economy dips, earnings dive. So far in
the current episode, S& P profits are 11.2% off peak.

Thisis closeto the average U.S. profit recession, but less
severe than the 16.7% decline of 1990-92. If the past isa

guide, the present contraction of profitsis consistent
with a 2.8% contraction of the economy.

The equity valuation trap

Charts 4 and 5 illustrate the quandary that haunts equity
investorsin arecession. These charts juxtapose the
average downturn in S& P 500 earnings with the average
movement of the S& P 500 index over the same period.

(4) The Equity Valuation Trap ...
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(5) ... An Unavoidable P/E Expansion

Average recession/recovery episode: expansion of S&P 500 P/E
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As chart 4 shows, stock prices bottom before earnings
do. Unfortunately, this bottom is particularly hard to
identify, because prices start recovering when earnings
are still dliding. The result is a pronounced expansion in
the P/E multiple (chart 5). Until earnings hit bottom, the
market looks more and more expensive.
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The problem is aggravated because valuation inevitably
comes back in fashion when the economic environment
turns hostile. Just at the point when the market may be
hitting rock bottom, skewed valuation yardsticks are
signalling that the market isn’t cheap enough to justify
increased exposure to stocks. Thisiswhat we call the
valuation trap.

Different this time?

At thisjuncture, the question is whether equity investors
arefaling into it again. Did the market bottom on
September 217 We have done alittle exercise and found
interesting results.

(6) Plausible?

S&P 500 trailing P/E vs. NBF-model valuation
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Looking at previous recessions, we found that the S& P
500 P/E expanded an average of 38% during such
episodes (see summary table). On September 21, the
trailing P/E was 18.83. With earnings down since then
and stock prices up, the P/E has stretched 17% to 22.01.
Thisisamost half of that average

expansion, which would take the P/E to 26. As chart 6

shows, that would bring the P/E back to where it was last
year, when stocks were judged very expensive. Does this
mean the valuation roadblock will stop the market rally?

Not necessarily. Much has changed since last year. Bond
yields have plummeted, revisiting the lows of the 1998
global liquidity crisis and making stocks much more
attractive relative to bonds. Liquidity is now abundant,
thanksto the Fed' s efforts. Inflationary pressures are
subsiding. In this environment, a higher P/E is easier to
justify.

But would this P/E expansion come from rising prices or
from falling earnings? Of course, the answer depends on
how much farther earnings fall. If the total declineis
similar to that of 1990-92, S& P 500 earnings will fall
another 5% (already down 11.6%). That would imply
room for another 16% rise in stock prices. By our model,
the combination of these movements would leave the
S& P 500 in the upper band of fair value territory

(chart 6). In other words, this market has some upside
before valuation becomes a concern again.

Vincent Lépine
Senior Financial Economist
Vincent.lepine@nbfinancial.com

1 Our valuation model uses all of these factors to calculate fair
value P/E. The bottom line in chart 6 shows the deviation from
our estimated fair value.
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ECONOMIC CALENDAR : CANADA &

UNITED STATES

The Week Ahead
(October 29 — November 2)

US Indicators

Estimate
Date  Time Release Month Previous Consensus NBF
30-Oct  10:00 Consumer Confidence October 97.6 96 95
08:30 GDP 2001 Q3 0.3% -1.0% -0.9%
08:30 GDP Price Deflator 2001 Q3 2.1% 1.9% 1.5%
01-Nov  08:30 U.IL Claims 111 504k 498k 510k
08:30 Personal Income September 0.0% 0.1% 0.1%
08:30 Consumption September 0.2% -0.7% -1.0%
10:00 NAPM October 47.0 44.5 43.0
02-Nov  08:30 Payrolls October -199k -283k -360k
08:30 Unemployment rate October 4.9% 5.1% 5.4%
08:30 Hourly Earnings October 0.2% 0.3% 0.1%
08:30 Hours Worked October 34.1 34.0 33.9
10:00 Factory orders September 0.0% -5.0% -7.0%
Canadian Indicators
Estimate
Date  Time Release Month Previous Consensus NBF
29-Oct 08:30 Raw materials Price Index September -0.3% 0.4% -1.5%
08:30 Industrial Product Price September 0.0% -0.1% -0.3%
31-Oct  08:30 GDP at factor cost August -0.1% 0.0% 0.0%
01-Nov  08:30 Help-wanted Index October 148 145 146
02-Nov 07:00 Employment October 19.6k -21k -25k
07:00 Unemployment rate October 7.2% 7.3% 7.4%

National Bank Financial (the Firm) is an indirect wholly owned subsidiary of National Bank of Canada.

The particulars contained herein were obtained from sources which we believe reliable but are not guaranteed by us and may be incomplete. The opinions expressed are based upon our analysis and
interpretation of these particulars and are not to be construed as a solicitation or offer to buy or sell the securities mentioned herein. The Firm may act as financial advisor, fiscal agent or underwriter for
certain of the companies mentioned herein and may receive a remuneration for its services. The Firm and/or its officers, directors, representatives, associates, may have a position in the securities
mentioned herein and may make purchases and/or sales of these securities from time to time in the open market or otherwise.

To U.S. residents: NBC International (USA), an affiliate of the Firm, accepts responsibility for the contents of this report, subject to any terms set out above. Any U.S. person wishing to effect transactions in any security
discussed herein should do so only through NBC International (USA).

This report may not be reproduced in whole or in part, or further distributed or published or referred to in any manner whatsoever nor may the information, opinions or conclusions contained in it be referred to without in each
case the prior express consent of National Bank Financial.

” MATIOMAL BANK FINANCIAL



