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Where did Price Discovery Go?

Equities

As many of you know, we have been reluctant to be overweight equities with valuations being high in our
view. We took this view sometime ago with an even more cautious stance at the beginning of the year. The
cyclical nature of markets will eventually prove you right if you hold on to a view long enough. Gold bugs
believed gold would rise to very lofty heights as it approached $800 in the 80s. They were eventually right
30 years later. In recent months, it has been difficult to be underweight U.S. stocks as they have been up
almost 20% since the election. Our shift to being more conservative is expected to last 1 to 3 years. I wish I
could provide you exact timing of valuation compression but predicting markets is a precarious venture. My
suspicion is we won’t be 30 years early as the gold bugs were.

What is the cost of being early? It is lower relative returns and a portfolio built for volatility. I will discuss
specifics related to returns and portfolio construction in a soon to follow paper. Since bottoming in March of
2009, the S&P 500 is up over 271%. Earnings peaked in September of 2014 at $114.00 per share but likely to
be eclipsed with this most recent second quarter at something close to $116.00. In 2014, three year forward
earnings were forecasted to be $154.00 by June 2017. Earnings have fallen short by almost $40.00 per share
from that forecast and that means virtually all the price movement since 2014 has been valuation expansion.

A lot has been mentioned about the FAANGs lately (Facebook, Apple, Amazon, Netflix and Google). They
represent 12% of the S&P at $3.2 trillion with an average price earnings ratio (PE) of 96. What about the
rest of the S&P? A cap weighted S&P stands at 22 time earnings and an equal weighted at 22 times as well.
This is the third most expensive only trailing 1929 and the 1997-2000 period. The Shiller Cyclically Adjusted
PE is the third highest ever at over 30. (Called here the PE10).
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Earnings per share is forecasted at $136.00 in one year and $162.00 three years from now. Engineering the
PE10 using those earning assumptions, inflation at 2.5% and the 10-year treasury rising to 3.8% puts the
PE10 at 22 if the S&P stays flat. To maintain the same 30 PE10 ratio it would go to 3,500. It is possible but
things need to line up close to perfect with respect to earnings per share growth and profit margins. Either
way valuations would remain elevated for an unusually long time.

What about forward returns for stock? We use several factors but I’ll highlight two of them here. First, the
Shiller PE10 that I provided a graph for earlier and second the Unemployment Index.
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Table 1: Average annual 3 year Forward Returns at Various Levels
of PE 10

Shiller.PE.10 Average Lower Upper
10 to 13.5 12.07% 9.94% 14.22%
13.5 to 15.5 9.10% 6.80% 11.41%
15.5 to 18 7.19% 4.89% 9.60%
18 to 20 6.28% 2.45% 10.15%
20 to 21.5 2.41% -0.93% 5.93%
21.5 to 23.5 3.05% 0.68% 5.38%
23.5 to 25 6.25% 2.97% 9.57%
25 to 30 5.43% 0.50% 10.36%
30 and greater 1.56% -3.45% 6.78%

Table 2: Avearge annual 3 year Forward Returns at Various Levels
of Unemployment

Unemployment Average Lower Upper
2.00% to 3.80% 4.12% -1.90% 10.16%
3.80% to 4.25% -2.22% -7.38% 2.92%
4.25% to 4.80% -0.50% -9.75% 8.91%
4.80% to 5.25% 1.08% -7.70% 10.27%
5.25% to 5.50% 8.84% 1.58% 15.80%
5.50% to 5.75% 12.32% 7.24% 17.53%
5.75% to 6.00% 11.05% 6.37% 15.72%
6.00% to 6.80% 8.28% 3.37% 13.01%
6.80% to 7.40% 7.74% 3.05% 12.52%
7.40% to 8.00% 2.91% -3.11% 8.90%
8.00% and greater 14.17% 9.60% 18.65%
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The current PE10 is above 30 and unemployment is 4.4%. By averaging the two returns at that their
respective levels, expected returns compounded over the next three years are at less than 1%. The range is
between -6.60% and 7.85% averaging the two factors. Taking a few quantitative liberties this suggest that
there is a 95% chance returns will be less than 7.85% annually over the next 3 years. A 50% chance of less
than 0.

Risk

The volatility index (or sometimes referred to as the “fear index”) has reached all-time lows over the last
month. The VIX index, a measure of implied volatility on one month options on the S&P 500, stands at
about 10. It has averaged about 20 over the long run. The issue is that by definition volatility can’t go to
zero but can and has gone to 80. You have a very large, non-linear loss profile and by proxy variance move as
volatility goes from 10 to 80.
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Figure 1: The VIX Index since 1995.

Fixed Income

The world’s monetarily medicated bond market possesses its own set of issues. In the asset allocation process
over the last 35 years, government and investment grade bonds have not only provided a source of returns
but a protection against equity volatility. What seasoned bond investors could’t imagine 50 years ago is that
long-governments would go from about 5% to 15% and then to 0% interest by 2016. I recall in the mid-80s
a discussion related to this question. The moderator asked people in the room “how many think you will
see 6% long-governments again?” Almost no one raised their hand. What clairvoyant saw $13 trillion of
European and Japanese sovereign debt priced to yield less than zero by the summer of 2016? On the other
side of that, what investor would purchase such a bond?

Regardless of the direction of rates from here, there is very little opportunity to add to your return profile.
In fact, a gradual sustained rise in rates is problematic for bond portfolios.
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Figure 2: The average real rate is about 2.5% and has averaged about 0.25% over the last 12 months.
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Figure 3: The 10 year Treasury and Inflation
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High Yield

What about high yield? This is where you get a real feeling about investor sentiment. High yield is anything
considered less than investment grade debt. This is where investors go hunting for higher returns. The
current spread is 3.59% over the 5 year treasury bond with nominal yields at 5.59%. Adjusted for default
and recovery rates, the risk adjusted spread is around 0.93%.
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Figure 4: The average spread is 5.75% with the minimum at 2.41%. The current spread is 3.59%

Conclusion

Price discovery is looking at values, drilling down a bit and asking some questions. Interest rates are low
and cash returns very little. Patience is a virtue but investors seem to have little at market tops. The fear
of missing out so to speak. In “The Big Short”, Dr. Burry had to endure a 20% draw down over two years
before mortgage backed securities began to reprice. I am not comparing the financial crisis to the current
investment environment just the patience needed when fundamentals are stretched.

You won’t get many arguments about valuations being high or that there is a lot of cash chasing higher
returns. That is what has driven up valuations across both public and private markets. The issue is are you
willing to accept lower returns in the short run to benefit in the long run. Piling on risk to get a 10 year
Netflix bond at under 4% (I love House of Cards just not their valuation or negative cash flow) or being
overweight stocks at some of the highest valuations on record doesn’t make sense.

We will discuss in detail risk/return and the implications of our policy as well as portfolio construction in a
soon to be written paper.

Disclosure
The views expressed represent the opinion of Chasefield Capital Inc. The views are subject to change and are not intended as a forecast
or guarantee of future results. This material is for informational purposes only. It does not constitute investment advice and is not
intended as an endorsement of any specific investment. Stated information is derived from proprietary and non proprietary sources that
have not been independently verified for accuracy or completeness. While Chasefield Capital Inc. believes the information to be accurate
and reliable, we do not claim or have responsibility for its completeness, accuracy, or reliability. Statements of future expectations,
estimates, projections, and other forward-looking statements are based on available information and the Chasefield Capital Inc.’s view
as of the time of these statements. Accordingly, such statements are inherently speculative as they are based on assumptions that may
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involve known and unknown risks and uncertainties. Actual results, performance or events may differ materially from those expressed
or implied in such statements. Investing in equity securities involves risks, including the potential loss of principal. While equities
may offer the potential for greater long-term growth than most debt securities, they generally have higher volatility. International
investments may involve risk of capital loss from unfavorable fluctuation in currency values, from differences in generally accepted
accounting principles, or from economic or political instability in other nations.

The information published herein is provided for informational purposes only, and does not constitute an offer, solicitation or recom-
mendation to sell or an offer to buy securities, investment products or investment advisory services. All information, views, opinions
and estimates are subject to change or correction without notice. Nothing contained herein constitutes financial, legal, tax, or other
advice. The appropriateness of an investment or strategy will depend on an investor’s circumstances and objectives. These opinions
may not fit to your financial status, risk and return preferences. Investment recommendations may change and readers are urged to
check with their investment advisors before making any investment decisions. Information provided is based on public information, by
sources believed to be reliable but we cannot attest to its accuracy. Estimates of future performance are based on assumptions that
may not be realized. Past performance is not necessarily indicative of future returns.

7


	Equities
	Risk
	Fixed Income
	High Yield
	Conclusion
	Disclosure


