DILIGENCE PAYS 11/12/18
P/E Ratios Are Meaningless… Especially Right Now
Check out this week’s Danger Zone Interview with Chuck Jaffe of Money Life.
Contracting price to earnings (P/E) ratios have “Stolen 2018” according to Josh Brown. S&P 500 companies are
on track to report average earnings growth of 26.3% in 3Q18 according to the Financial Times, but the S&P 500
has dropped 3% over the past month and is up just 2% on the year. The average “earnings beat” so far this
quarter has resulted in a 1.5% stock price drop.
Many investors mistakenly believe that rising GAAP earnings and falling stock prices mean the market is getting
cheaper. After all, the P/E ratio of the S&P 500 has declined from 24 at the beginning of the year to 23 currently.
Get the best fundamental research
However, P/E ratios are not a good measure of value, and that’s especially true this year. Many companies
continue to take one-time earnings boosts, and P/E ratios don’t account for the rising cost of capital. Investors
that rely on P/E ratios are in the Danger Zone.
Earnings Beats Aren’t Real
We wrote after Q1 that the most earnings beats weren’t real, and that trend continues in Q3. Figure 1 shows that
– for the 1,050 companies whose 10-Qs we analyzed between October 25 and November 6 – median trailing
twelve months (TTM) GAAP EPS are up 22%. Meanwhile, net operating profit after tax (NOPAT) is up only 10%,
and economic earnings per share – which accounts for the cost of capital – are down 9%,
Figure 1: TTM GAAP EPS, NOPAT, and Economic Earnings Growth for the Median Company
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There are numerous reasons for NOPAT growing at less than half the rate of GAAP EPS, but the impact of tax
reform remains the most significant driver of this disconnect. At the beginning of the year, we highlighted how
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companies with deferred tax liabilities would get a one-time boost from the change while companies with
deferred tax assets would take a one-time charge. Since the companies we cover have more deferred tax
liabilities than deferred tax assets, the net result has been temporarily boosted earnings.
Most of that impact was realized early on in 2018, but the effects continue. For example, Intercontinental
Exchange Inc. (ICE) continued to benefit in Q3 as changes in its deferred tax liability estimates and a benefit
from a recent divestment lowered its effective tax rate down to just 16%. The difference between its effective tax
rate and the federal tax rate came out to $27 million, or $0.05/share, the majority of the company’s $0.08/share
earnings “beat”.
Figure 1 shows that overall NOPAT is still growing, but not fast enough to offset the rising cost of capital. Rising
interest rates already pushed the weighted average cost of capital (WACC) for the average S&P 500 company
up from 6.1% at the end of 2017 to 6.7% in Q3. Companies may be beating expectations on the income
statement, but when one accounts for the rising cost of capital, earnings are still in decline.
No Correlation Between GAAP Earnings and Value
If accounting earnings actually drove valuations, then companies with high EPS growth should command higher
multiples. Conversely, companies with low or negative EPS growth should have lower PE multiples. As Figure 2
shows, there is no such correlation.
Figure 2: Earnings Growth Vs. PE Ratio for the S&P 500
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The r-squared value of 0.01% in Figure 2 means that EPS growth over the past five years explains just one
hundredth of one percent, a statistically insignificant level, of the difference in P/E ratios between stocks in the
S&P 500. Stocks can see their PE multiples expand and contract in a manner that has almost nothing to do with
changes in EPS, which means other factors drive valuation.
“But wait!” you might be saying, “historical EPS growth is backward-looking metric. P/E ratios anticipate future
growth.” Well, Figure 3 shows that when we use forecasted revenue growth, the r-squared value does
increase… all the way to 0.6%. Growth projections still explain less than 1% of differences in P/E ratios.
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Figure 3: Forecasted Revenue Growth Vs. PE Ratio for the S&P 500
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The Market Cares More About ROIC
Nor are we the only firm to show that valuations tend to be driven largely by return on invested capital (ROIC),
the primary driver of economic earnings. Numerous case studies show that getting ROIC right is an important
part of making smart investments. Ernst & Young recently published a white paper that proves the material
superiority of our forensic accounting research and measure of ROIC.
Figure 4 shows that ROIC is highly correlated with Enterprise Value/Invested Capital (a cleaner version of price
to book).
Figure 4: ROIC Explains 54% of Valuation for S&P 500 Stocks
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ROIC explains over half of the difference in valuations between various companies. This correlation means
companies that improve their ROIC are more likely to see their stock prices rise.
Why Understanding Short Term Vs. Long Term Drivers Matters
It’s understandable why investors might think that earnings drive stock prices. After all, you tend to see stock
prices go down when companies miss earnings expectations and go up when they beat expectations (this
quarter notwithstanding).
This pattern is undeniable. Headline numbers can have an immediate and dramatic influence on stock prices.
The key word in that sentence is “immediate”. A big increase in EPS might drive short-term gains in stock prices,
but it doesn’t create long-term value. To understand the cause of this divergence, you have to understand the
different types of investors in the market.
Brian Bushee from the Wharton School of Business wrote an excellent paper back in 2005 that highlights the
behavioral differences among institutional investors. His research found that:
•

61% of institutional investors are “Quasi-Indexers”. They hold many small stakes with low turnover, so
they have little impact on market valuations.

•

31% of institutional investors are “Transients”. They have small stakes but a high turnover, so their high
volume of trading can impact valuations in the short term.

•

8% of institutional investors are “Dedicated”. They take large stakes and hold them for a very long time.
These are the investors that drive long-term valuations.

A big earnings beat might cause a lot of “Transient” investors to buy that stock and push up the price. However,
most of these investors will sell their stakes not long after, thereby sending the price back down. These transient
investors act as noise traders – they buy or sell stocks based on the incomplete information of earnings reports.
Meanwhile, “Dedicated” investors help drive stocks towards their fair value after reviewing the more complete
information in 10-Ks and 10-Qs.
One “Value-Trap” With A Misleading P/E Ratio
Because P/E ratios rely on flawed accounting earnings and ignore the cost of capital, they can steer investors
towards value traps, stocks that look cheap but are actually very expensive when taking into account the
comprehensive picture of a firm’s profitability.
Intercontinental Exchange (ICE), the company with misleading earnings growth mentioned above, stands out as
a risky value trap right now. The company’s artificially inflated GAAP earnings give it a low P/E ratio of 18, below
the S&P 500 average of 23.
When we strip out the impact of a $764 million one-time tax benefit (29% of reported earnings) and other
unusual items, we see that ICE’s NOPAT of $2 billion is 24% below its GAAP net income of $2.6 billion.
In addition, the company’s P/E ratio ignores its $2.3 billion in deferred tax liabilities (5% of market cap). These
liabilities reduce the cash flows available to shareholders and need to be considered when valuing the company.
In order to justify its current valuation of ~$80/share, ICE must grow NOPAT by 10% compounded annually for
the next seven years. See the math behind this dynamic DCF scenario.
If instead ICE grows NOPAT by 5% compounded annually – in line with its TTM growth rate – for the next
decade, the stock is worth just $58/share today, a 27% downside from the current stock price. See the math
behind this dynamic DCF scenario.
One Stock with a High P/E but Cheap Valuation
On the other side of the coin, misleading earnings mean that P/E ratios can often make cheap stocks look
expensive. We featured one such stock, Colgate-Palmolive (CL) as a Long Idea earlier this year.
CL has a higher than average P/E ratio of 25 because of tax reform and restructuring charges that reduce its
reported earnings. CL’s TTM NOPAT of $2.8 billion is 32% higher than its GAAP net income of $2.1 billion.
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When we analyze the cash flow expectations baked into the stock price, we see that CL has a price to economic
book value (PEBV) of just 1.1. This ratio means the market expects the company’s NOPAT to increase by no
more than 10% over the remainder of its corporate life. By comparison, the companies in the S&P 500 have an
aggregate PEBV of 1.7.
The market’s expectations for CL seem awfully low for a company that has grown NOPAT by 5% compounded
annually for the past 15 years. We think that when the company’s reported earnings improve after it moves past
these unusual events, investors will start to recognize CL for the true value that it is.
Even if CL’s NOPAT growth slows to 4% compounded annually over the next 15 years, the stock is worth
$88/share today, a 44% upside from the current price. See the math behind this dynamic DCF scenario.
Investors who rely on P/E ratios won’t just get a misleading view of the market, they’ll mistakenly believe that an
expensive stock like ICE is a value, and that a value stock like CL is expensive.
This article originally published on November 12, 2018.
Disclosure: David Trainer, Kyle Guske II, and Sam McBride receive no compensation to write about any specific
stock, sector, style, or theme.
Follow us on Twitter, Facebook, LinkedIn, and StockTwits for real-time alerts on all our research.
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New Constructs® - Research to Fulfill the Fiduciary Duty of Care
Ratings & screeners on 3000 stocks, 450 ETFs and 7000 mutual funds help you make prudent
investment decisions.
New Constructs leverages the latest in machine learning to analyze structured and unstructured
financial data with unrivaled speed and accuracy. The firm's forensic accounting experts work
alongside engineers to develop proprietary NLP libraries and financial models. Our investment ratings
are based on the best fundamental data in the business for stocks, ETFs and mutual funds. Clients
include many of the top hedge funds, mutual funds and wealth management firms. David Trainer, the
firm's CEO, is regularly featured in the media as a thought leader on the fiduciary duty of care,
earnings quality, valuation and investment strategy.

To fulfill the Duty of Care, research should be:
1. Comprehensive - All relevant publicly-available (e.g. 10-Ks and 10-Qs) information has been
diligently reviewed, including footnotes and the management discussion & analysis (MD&A).
2. Un-conflicted - Clients deserve unbiased research.
3. Transparent - Advisors should be able to show how the analysis was performed and the data
behind it.
4. Relevant - Empirical evidence must provide tangible, quantifiable correlation to stock, ETF or
mutual fund performance.

Value Investing 2.0: Diligence Matters: Technology is Key to Value Investing With Scale
Accounting data is only the beginning of fundamental research. It must be translated into economic
earnings to truly understand profitability and valuation. This translation requires deep analysis of
footnotes and the MD&A, a process that our robo-analyst technology empowers us to perform for
thousands of stocks, ETFs and mutual funds.
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DISCLOSURES
New Constructs®, LLC (together with any subsidiaries and/or affiliates, “New Constructs”) is an independent organization with no management
ties to the companies it covers. None of the members of New Constructs’ management team or the management team of any New Constructs’
affiliate holds a seat on the Board of Directors of any of the companies New Constructs covers. New Constructs does not perform any
investment or merchant banking functions and does not operate a trading desk.
New Constructs’ Stock Ownership Policy prevents any of its employees or managers from engaging in Insider Trading and restricts any trading
whereby an employee may exploit inside information regarding our stock research. In addition, employees and managers of the company are
bound by a code of ethics that restricts them from purchasing or selling a security that they know or should have known was under consideration
for inclusion in a New Constructs report nor may they purchase or sell a security for the first 15 days after New Constructs issues a report on
that security.

DISCLAIMERS
The information and opinions presented in this report are provided to you for information purposes only and are not to be used or considered
as an offer or solicitation of an offer to buy or sell securities or other financial instruments. New Constructs has not taken any steps to ensure
that the securities referred to in this report are suitable for any particular investor and nothing in this report constitutes investment, legal,
accounting or tax advice. This report includes general information that does not take into account your individual circumstance, financial
situation or needs, nor does it represent a personal recommendation to you. The investments or services contained or referred to in this report
may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about any such
investments or investment services.
Information and opinions presented in this report have been obtained or derived from sources believed by New Constructs to be reliable, but
New Constructs makes no representation as to their accuracy, authority, usefulness, reliability, timeliness or completeness. New Constructs
accepts no liability for loss arising from the use of the information presented in this report, and New Constructs makes no warranty as to results
that may be obtained from the information presented in this report. Past performance should not be taken as an indication or guarantee of
future performance, and no representation or warranty, express or implied, is made regarding future performance. Information and opinions
contained in this report reflect a judgment at its original date of publication by New Constructs and are subject to change without notice. New
Constructs may have issued, and may in the future issue, other reports that are inconsistent with, and reach different conclusions from, the
information presented in this report. Those reports reflect the different assumptions, views and analytical methods of the analysts who prepared
them and New Constructs is under no obligation to insure that such other reports are brought to the attention of any recipient of this report.
New Constructs’ reports are intended for distribution to its professional and institutional investor customers. Recipients who are not
professionals or institutional investor customers of New Constructs should seek the advice of their independent financial advisor prior to making
any investment decision or for any necessary explanation of its contents.
This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any
locality, state, country or jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or which
would be subject New Constructs to any registration or licensing requirement within such jurisdiction.
This report may provide the addresses of websites. Except to the extent to which the report refers to New Constructs own website material,
New Constructs has not reviewed the linked site and takes no responsibility for the content therein. Such address or hyperlink (including
addresses or hyperlinks to New Constructs own website material) is provided solely for your convenience and the information and content of
the linked site do not in any way form part of this report. Accessing such websites or following such hyperlink through this report shall be at
your own risk.
All material in this report is the property of, and under copyright, of New Constructs. None of the contents, nor any copy of it, may be altered in
any way, copied, or distributed or transmitted to any other party without the prior express written consent of New Constructs. All trademarks,
service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of New Constructs.
Copyright New Constructs, LLC 2003 through the present date. All rights reserved.

Page 7 of 7

