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“Half Time” In The Secular Bear Market by Lance Roberts

It is always fascinating to me that after a decade of near no returns that people still quickly fall into
the trap that, somehow, “this time is different”. The financial markets go through cycles just like
the seasons or the economy. Market cheerleaders keep ratcheting up expected earnings, failing
to note that much of the recent earnings growth has come from areas that are completely
unsustainable:

e Earnings in all sectors are on margins outside historical norms due to
o Cost cutting
o Increasing productivity
o Outsourcing
e Federal stimulus has been a huge driver but will eventually end
e Accounting gimmickry ESPECIALLY in the financial sector where
o Assets are not marked-to-market
o There are insufficient loan loss reserves as banks have taken money from those reserves to plug the
holes in their actual earnings.
o Fed and FASB (Financial Accounting Standards Board) have repeatedly modified accounting rules and
postponed changes for the benefit of the banks and brokerage firms.
e Rising input costs due to rising inflationary pressures (which may likely be exacerbated by fallout (not literal)
from Japan.

While the financial sector has by FAR been the biggest beneficiary of artificial life support we may well have seen the
peak in this current profit margin cycle as shown by the chart below.

As you will see it looks | 1000
like non-financial profits
may have already
peaked while financial
profits have not
(Quantitative Easing and | 6%
Permanent Open Market
Operations still in place —
for now) just yet.
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the average consumer.

Therefore, non-financial
profits are most likely
going to be the first casualties of this economic cycle.

Financial Profits Nonfinancial Profits

However, it is not just profitability that factors into the continuation of this cycle. Profits and earnings are certainly an
important aspect of stock market growth, but let us not forget, that the stock market tends to extrapolate the current
input of information into the future. In other words, the stock market is NOT efficient in the short term which is why
we have bubbles and busts. This process has continued fairly unabated since 1900 and will continue into the future as
it is driven by, as we have written about previously, human psychology.
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We have written several times about market cycles in the past and, for investors that have 20 years or less to retirement

it is critically important to understand that it very much matters whether the starting valuation (PE) is high or low when
one starts to invest.

Where individuals get trapped is that in any given year (or even for several years), stock market returns may do random
things. In other words, just because a market is richly valued does not mean it cannot get more so. Likewise, just
because a market is cheaply valued, does not mean it cannot get cheaper. This is the effect of human psychology
interfering with the markets on a short term basis. However, in the longer term valuations ALWAYS rule the day.

As a result of the preceding point, many think that returns are random. While that may be true in a given year, over a
sufficient period of time, expected future returns are anything but random. The stock market fluctuates over long
periods of time, between low and high PE valuations.
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As you can see in the chart above these cycles can last up to 20 years, and in that timeframe, people are apt to forget or
ignore long-term cycles of PE expansion and PE compression. This has been deadly to investors.

Here is the point that you need to
understand as shown in the chart to the
right. The bulk of stock market gains | 30.00% -
frequently come from PE expansion, not
from improved earnings. Therefore, it is
critically important to know where in the
cycle one is (whether PEs are in a state of | 15.00%
expansion or contraction) when investing for
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critical points. Refer back to the chart above
— 1) valuations tend to correct beyond their
long term mean (as identified in the deviation
graph) and 2) you want to be an investor
when you are significantly below the long
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term average and we just haven’t reached that point yet. Most likely, had the Federal Reserve and the current
Administration not completely freaked out by a larger than normal recession and responded by flooding the system with
liquidity, market valuations would have corrected well below their long term means and we would now be talking about
what a great time to invest it is. However, for now, that has been put on hold and most likely over the next decade we
will continue to grind our way lower through a series of market booms and busts that are artificially driven.

Valuations Matter in the Long Run

Consider this from Sitka Pacific: “Depending on how closely you follow the financial markets, it may be surprising to
learn that profits are at new highs even though stock prices, as measured by the S&P 500, are still 20% below their highs.
In other words, new highs in profits haven’t translated into new highs in stock prices. If we go back even further, after-tax
corporate profits soared 175% from the first quarter of 2000 through the second quarter of 2010. However, during that
same time, stock prices fell roughly 15%.

In fact, there is nothing novel about a period of falling stock prices and rising earnings. Since the end of World War I,
corporate profits have more or less trended continuously higher, with only minor interruptions during recessions.
However, stock prices have gone through long periods in which they trended sideways or down, even though earnings
continued to rise. From 1966 to 1980 after-tax corporate earnings rose 244%, but the price of the S&P 500 rose only 18%
during that period. In contrast, earnings grew only 112% during the next 14 years from 1980 to 1994, but the S&P 500
rose 327% over that time.

Although very short-term returns are influenced by corporate earnings, beyond the short-term it is not trends in earnings
but valuations and trends in valuations that determine stock market returns. In short, when valuations are low and
increasing, long-term stock market returns are high. When valuations are high and decreasing, long-term stock market
returns are low—even negative at times of peak valuations.
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There are many ways to measure the valuation of the stock market, but
relatively few ways that have value when they are applied across many types
of bull and bear markets. Over the past year we have focused on the price-to-
earnings measure popularized by economist Robert Shiller, which uses a 10-
year average of earnings. Since earnings have at times fluctuated wildly in the
short run, a 10-year average captures a much more reliable snapshot of the
long-term profitability of public companies.

As you probably know, the stock market peak 10 years ago was the largest
bubble in this country’s history. Previous bull markets ended with a 10-year P/E
ratio in the 23—-33 range, with the high point being the peak in 1929 at 33, just
prior to the Great Depression. However, the bull market that ended in 2000
recorded a peak 10-year P/E ratio of 44, a valuation that was 33% higher than
in 1929.

To really understand on a practical level how high valuations were at the peak
in 2000, it helps to look at market returns from different valuation levels before
the bubble in the 1990s. The chart below has a blue dot for every month from
1881 through 1990. The horizontal axis at the bottom shows the 10-year P/E of
the S&P Composite during that month, and the vertical axis to the left shows
the subsequent 20-year inflation adjusted return of the market.

Prior to 1990, each month in which the 10-year P/E was under 10 (to the left of
the green line) had a positive inflation-adjusted return over the next 20 years.
That means that at those low valuations, you could confidently buy-and-hold
stocks for the long term and know that the market would beat inflation over
time—often by a significant amount.

However, for 10-year P/E ratios above 22 (to the right of the red line), there is
not a single month between 1881 and 1990 in which the market had a positive
inflation-adjusted return in the subsequent 20 years. And for P/E ratios above
25, past returns have approached -10% annualized, a rate of return that gives
an 88% inflation-adjusted loss over 20 years.

Since 1995, the market had been above 10-year P/E valuations of 22 for 13
consecutive years, until July 2008. After a brief decline in 2009 into valuations
that would be considered “average” historically, the market ended 2010 with a
10-year P/E of 23. Although this is about half of the peak valuation in 2000, it
is still above valuation levels that have produced positive inflation-adjusted
returns in the past.

With a peak 10-year P/E ratio of 44 in 2000, it is no mystery why returns over
the past decade have been poor. On a consumer price index adjusted basis, the
S&P 500 ended last year 31% below its 2000 peak, for an annualized return of
-3%. Although we’ll have to wait another 10 years to see the S&P 500’s 20-
year inflation-adjusted return from its record P/E of 44, it is almost certain to
be a negative number, and probably a large negative number.”

Earnings Growth Unsustainable

Now that we have done a quick recap of market cycles — let’s talk about the
two parts that make up valuations - Price and Earnings (P/E’s). Price to

STREETTALK ADVISORS
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Earnings is the basic measure of valuation — many others have been used since the 1980’s such as Price to Cash Flow,
Price to Free Cash Flow, Price to Sales, etc., however, Price to Earnings (P/E) is the grandfather of them all and is most
relevant to our conversation today since we are talking about “earnings” and the growth of those earnings going
forward.

There is also a key consideration in looking at valuations. You can NOT compare price to “forward” operating earnings
today to historical price to earnings valuations because the historical valuations are based on REPORTED earnings — here
is the difference from S&P:

Operating Earnings: “This measure focuses on the earnings from a company’s operations. It is usually defined
by As Reported Earnings with certain charges reversed to exclude certain corporate or onetime expenses. The major
drawback is the lack of a generally accepted definition. The use of Operating Earnings seems to come from internal
management controls used when a business unit manager is not responsible for managing corporate-level costs.”

As Reported Earnings: “Earnings including all charges except for discontinued operations and extraordinary
items, as defined by GAAP. This is the broadest measure of corporate performance of the three considered here. It is also
the traditional measure with a long history. It has been used for the S&P 500 and for company analyses for decades.”

. . . . w i ) OPERATING REPORTED % DIFF
The real problem with Operating Earnings is the “one-time expenses EARNINGS EARNINGS BETWEEN
category which has basically become a dumping ground for accounting PER SHR PER SHR OPERATING
expenses every year. In other words, the problem is stated in the very (estsare  (estsare AND
definition by S&P:  “..used when a business unit manager is NOT L _YEAR _bottom up) top down) REPORTED
responsible for managing corporate-level costs. YT RG] YT
) o . _ 20097  $56.86 ©  $50.97 11.56%
As you will notice in the chart to the right there has been a very big 2008" $4951 "7  $14.88 232.73%
discrepancy between operating and reporting earnings. Primarily this 2007" $82.54 7 $66.18 24.72%
discrepancy occurs at two periods in time. Analysts tend to extrapolate 2006: $87.72 : $81.51 7.62%
current earnings growth currently into the future without taking into 2005 $76.45 $69.93 9.32%
account the normal cyclicality of the economy and earnings. Second 2004, $67.68 r $58.55 15.59%
o . . ! 2003 $54.69 $48.74 12.21%
they tend to stay optimistically biased even when faced with severe 2002" $46.04 ©  $27.59 66.87%
economic corrections. | have highlighted these issues in red. These are 2001" $38.85 7  $24.69 57.35%
the periods leading up to and during the economic recessions. 2000" $56.13 "~ $50.00 12.26%
Average $63.66 $51.85 41.68%
Notice that at the peak of an economic cycle,
$290.00

and consequently the peak of a bull market —
the difference between operating and reported
earnings is the narrowest. The last time that
the difference in measures was this small was in
2006.

The next chart is one that we have showed you
before. The blue line is SALES. In other words,

-510.00
at the top line of the earnings statement is || ’
sales. This is where the revenue is derived. |
After all the expenses such as rent, salary, 1 *$110.00
benefits, costs of goods, etc. we wind up with \'
what is left over and is reported as earnings. STREETTALKLIVE.COM o
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There are TWO very important points to take away from this chart. 1) Sales have not grown in relation to the recovery
in earnings. This is proof that most of the earnings recovery is in the cost cutting side of the balance sheet which is

unsustainable in the long term; and 2) notice the reported earnings have already started to show a slight decline while
operating earnings are still up ticking.

Also, it is important to notice that from 2000 to 2007 — sales and earnings grew at roughly the same rate. The

correlation makes a lot of sense as sales are at the top of the income statements and net income is at the bottom —

these two items should be correlated. However, notice the disparity between these during the recent financial crisis.
Eventually these items will realign themselves.

There are, or course, several big drivers that come into play here.

e Federal stimulus that is being poured into the banking sector via QE and Permanent Open Market

Operations.
e Inflationary pressures due to rising commodity costs — particularly basic materials, food and energy.
e Wages

e Employment

As shown in the very first chart in today’s report the Federal stimulus programs have concentrated themselves primarily
in the financial sector driving those profits higher. The banks have now deluded themselves into thinking they are a
profitable business model again, and as of late, have begun taking money OUT of loan loss reserves to pad their
earnings, pay dividends and buy back stock. = Without accounting gimmickry, FASB support of market-to-myth

accounting and massive injections on a daily basis from the Fed these very same banks would be auction block — and
most likely will be at some point in the future.

But | digress — the chart also shows that non-financial profits have already begun to turn down. This will prove to be
very hurtful for analysts who are still pegging earnings in the mid-$90 per share for 2011. The reason for the downturn
in non-financial profit margins, which is going to most likely accelerate later this year, is the rise in input prices for
production and manufacturing of items. As the cost of basic materials and energy rise, the cost of producing an item is
also higher. Therefore, in order to keep the same profit margin the producer has to raise his selling price.

In an economy with high unemployment and lower wage growth this could become problematic.

The next two charts to the right 04—t
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Corporate Profits == Profits To Employees (Inverse Scale)

This becomes even more critical when more and more of that income is eaten up by higher living costs as shown in the
chart on the following page.
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As we showed you in the P/E chart above, a convention
produced by Dr. Robert Shiller, was to smooth the P/E over time to reduce the volatility of year over year market swings
and earnings volatility by using a 10 year average of earnings and price.
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As you can see from 1901-1918, 1929-1951, and 1965-1983 were all periods where valuations were contracting.
Consequently the return from holding stocks during these periods was close to zero. Opposed to this are the other
periods where valuations are rising and consequently holding stocks during these periods was hugely profitable.

Today, with valuations near 23x earnings and still declining from the peak in 2000 we are currently at the half-way
market of this secular bear market.

Hopefully you now realize that expectations of rising earnings being tremendous for the stock market are a fallacious
construct. Such talk ignores high valuations, the long-term trend in valuations, and demographics. Moreover, it's
debatable if earnings are likely to rise much further in the first place.

With that in mind, people chasing this market, as well as those fully invested; do not realize how lucky they have been.
| receive emails from someone almost daily who fears being out the market. | heard the same thing in 2007. | suggest
people ought to fear being fully invested with no hedges or at least not having some portion of the portfolio in fixed
income to help weather a large correction in the market.

However, | do not know where the market is headed this year, nor does anyone else. 2011 may turn out like 1998 or it
may turn out like 2008. Either way, history strongly suggests that 10-year and 20-year returns looking ahead are likely
to be low, if not negative.

Investing, like life, is a marathon not a sprint. Sometimes the prudent thing to do is sit on the sidelines waiting for better
opportunities, even if it means enduring cat-calls and taunts from those who do not have any understanding of risk or
history.

As we always say — it is much easier to make up a lost opportunity than lost capital.

Hoping you had a terrific weekend.

Lance Roberts
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investment portfolio. No client or prospective client should assume that any information presented and/or made available on this Website serves as the receipt of, or a

substitute for, personalized individual advice from the adviser or any other investment professional.

Historical performance results for investment indexes and/or categories generally do not reflect the deduction of transaction and/or custodial charges or the deduction of an
investment-management fee, the incurrence of which would have [the] effect of decreasing historical performance results.

Disclaimer of Warranty and Limitation of Liability

The information on this site is provided "AS IS". Streettalk Advisors, LLC does not warrant the accuracy of the materials provided herein, either expressly or impliedly, for any
particular purpose and expressly disclaims any warranties of merchantability or fitness for a particular purpose. Streettalk Advisors, LLC will not be responsible for any loss or
damage that could result from interception by third parties of any information made available to you via this site. Although the information provided to you on this site is
obtained or compiled from sources we believe to be reliable, Streettalk Advisors, LLC cannot and does not guarantee the accuracy, validity, timeliness or completeness of any
information or data made available to you for any particular purpose.

Copyright or Other Notices

If you download any information or software from this site, you agree that you will not copy it or remove or obscure any copyright or other notices or legends contained in any
such information.

All investments have risks so be sure to read all material provided before investing.
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