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INVESTMENT STRATEGY BULLETIN
Q: When is Valuation Irrelevant?

A: when it is based upon a projection for earnings over the next 12 months!

Our approach of equity market valuation based upon normalized or trend earnings is often chal-

lenged with the retort that it is backward looking whilst markets are forward looking “discounting 

machines” and so we also need to take note of the valuation of the market relative to expected 

earnings.

Whilst we have demonstrated previously that analysts consensus earnings expectations are an ex-

trapolation of the recent trend, and that the exclusion of exceptional items (such as writedowns) 

from reported earnings that gives rise to operating (or pro-forma) earnings contain more useful in-

formation than what remains, we have given less attention to the merit of forward earnings based 

valuation measures. The upper chart shows the MSCI Emerging Markets Index price to 12 months 

forward FORECAST operating earnings: it appears in a number of reports from sell-side strategists, 

in various guises, and purports to show that Emerging Market equities are cheap and should be 

bought. Looking at the chart, Emerging Market equities do, indeed, look “cheap”, with valuation ma-

terially below the trailing median level. In the middle chart however, we show that very same price 

to 12 months forward earnings ratio plotted against realized index total return over the 12 months 

following each valuation observation: if this valuation measure was useful, the line should slope 

clearly downwards from top left to bottom right and the dots should be clustered around it. In fact, 

there is no such slope, the dots are widely dispersed and it is pretty obvious that there is no relation-

ship at all between forward valuation and forward returns! This measure of “cheap”, proposed by 

many strategists and analysts, is simply irrelevant; it is no more valid as an investment tool than 

rainfall in the Scottish Highlands or Belgian Breakfast Cereal consumption!

The very same scatter plot for the S&P500 index clearly draws the exact same conclusion (see bot-

tom chart): there is no statistically valid predictive relationship between 12 month forward earnings 

based P/E ratios and realized investment returns.

So, whilst the markets decline, and an army of analysts observe the price to forward earnings ratio 

declining (remember that earnings “forecasts” lag and so will only decline when actual earnings roll-

over), it appears that the market is getting more and more “outrageously” undervalued with every 

passing day. Armed with a simple scatter plot, however, it is safe to say that an investor with a 12 

month horizon would be better served ignoring valuation altogether and, instead, focusing simply 

on market momentum.  You don’t need a Wall Street Strategist to measure that!

On the other hand, for an investor with a view over the whole cycle, 5-10 years out, a simple scatter 

plot of the price to trailing 10 year reported earnings versus forward real returns is far more illumi-

nating. Measured against trend/normalized earnings, valuation has meaning and predictive power, 

otherwise it just seems to represent an easy way for analysts/strategists to refl ect a prior view and 

convince themselves the market is cheap and implied returns are attractive.
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