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Alternative valuation approach cuts both ways 
Main Points: 

• The lift to the perceived underlying trend of earnings occasioned by the tax cut — and perhaps 
memories of the Great Recession fading — matter to the market because they affect what we might 
call the “narrative.”  When analysts are taking their estimates up, the market my be less inclined to fall.  

• But the effect on valuation, as I prefer to measure, it is much less dramatic than you might believe, as I 
document very simply in this note. 

• A key bit of arithmetic to internalize here is that the market’s earnings yield is not a linear 
transformation of the multiple.  When the multiple is high, the earnings yield is not particularly sensitive 
to it — in absolute or basis point terms. 

• That point cuts both ways.  It means that the bears have overstated their valuation case, at least if I am 
right that the market should be trading on yield in the current environment. But it also means that what 
seems to be a pretty big lift to earnings just does not matter much in a valuation framework, as I 
document. 

• If this is the right take, then it means we need to watch for when the “narrative” has played out and — 
more fundamentally — for any macro development that would tend to push up the appropriate yield.  
Higher bond yields and higher underlying economic volatility are the two most obvious candidates 
there.  

Who cares about a mere 15%? 

In a recent note on valuation, I mentioned that there are several technical issues with the Shiller CAPE, 
but that they all pale to insignificance relative to the fundamental question of how the CAPE or various 
analogs of it are expressed and used. 

If the CAPE or alternative is expressed as a multiple, then the predicted longer-term return from current 
valuation levels is very discouraging.  On the basis of a full-sample regression dating back to the 19th 
Century, the 10-year real return is meant to be less than 1% a year, as you will have noticed advocates of 
the CAPE mentioning. 

But if valuation is expressed as an earnings yield, as seems intuitive, particularly when valuation is high, 
the implication of valuation seems to be much less dramatic.  The predicted 10-year real return is well 
below average to be sure, but it is a quite-a-bit-less scary 3% a year. This would seem to beat what bonds 
offer, even in a world of low expected GDP and — presumably — earnings growth looking forward.  

The key mathematical issue here is that taking the inverse of the multiple is not a linear transformation.  It 
has a greater effect on the return signal (weak as it is, anyway) when valuation is high than when it is low.  
And that is exactly the environment where the yield would seem to be the more relevant.  
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As they say in the credit space, securities trade on price, not yield, when the environment is meant to be 
dire. That is a pretty bold claim there that I should probably investigate and document further , but for now 1

maybe you could just give it the benefit of doubt to see where it goes. 

One implication of this that strategists with a bearish orientation owing to an emphasis on the CAPE or 
any other market multiple have probably been overstating their case, even leaving aside that valuation 
tends not to work that well over short horizons. Even from a longer-term perspective, they would seem to 
have less than they claim. 

I am not backing away from that point, which I think remains important.  However, it also has implications 
for how much importance we should assign to macro developments — such as the tax cut — which lower 
the multiple, by driving up earnings.   

What might drive the multiple down, by pushing up the denominator there, would not really have a 
dramatic effect on the earnings yields, again because the earnings yield is not a linear transformation of 
the multiple, and is not particularly sensitive — in basis point terms — to the multiple when the multiple is 
high. That this is “just arithmetic” is an overused expression, but really, this is just arithmetic. 

The lower panel of the chart on the following page demonstrates this point dramatically by showing how 
little my standard proxy of the equity premium will have moved between end December and today — 
even if we pile into today’s “observation” all the estimated effects of the tax cut AND anticipation of the 
Great Recession dropping out of the moving average used to calculate Shillerized (operating) earnings. 

Before briefly documenting that, let me quickly remind you what my equity premium measure is. It is 
simply the Shillerized earnings yield less the estimated real yield on the 10-year Treasury plus an 
adjustment for the deviation of potential growth from its full sample average.  The last term there moves 
very slowly, but can be relevant over time.  It is also controversial.  In the standard approach, which I 
dislike, there is no need for a growth adjustment because the earnings yield by definition incorporates 
earnings growth.  (That would be true under idealized conditions that seem not to hold.)  

Those minor technical issues aside, consider just how unimportant within my valuation framework is the 
effect of a sudden jump in the perceived trend of underlying earnings. To demonstrate this I make two 
changes to the January observation of Shillerized earnings that are not present in the December 2017 
observation.  I don’t assume this captures how expectations of earnings have actually evolved. This is just 
a fiction to demonstrate my point.  

The two adjustments are as follows: 

I assume that the perceived trend of underlying earnings rises 10% abruptly and durably in 
January because of the tax cut. To repeat this is a fiction as regards how expectations have 
actually evolved. 

Second, for the January observation I knock the Great Recession out of the earnings smoothing 
process by narrowing the averaging window to an 8-year period, rather than the standard 10.  This 
allows me to force into January what we all agree will happen over the next two years to the 
standard 10-year wide window, simply with the passage of timing, barring recession.  

 And in the meantime, comments and challenges are most welcome. 1
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Source: S&P Global, Robert Shiller, Bloomberg, BEA, FH calculations 

We can argue about the legitimacy of these adjustments. But we cannot claim that they understate how 
perceptions of underlying earnings have recently changed and will evolve further as memories of the 
Great Recession continue to fade. 

As simulated, my earnings proxy rises an impressive 15% from December to January,  which is 10 
percentage points more than the appreciation of the market itself. That is pretty impressive.   

But it maps to a very unimpressive rise of the earnings yield from 3.77% (false precision) to 4.14%.  Five 
bps of this is chewed up by the rise of the Treasury yield, and the growth adjustment is assumed 
unchanged. The net net is that my measure of the adjusted equity premium rises just 33 bps, which you 
can barely see on the chart.  

This should not really surprise the equity bull or equity non-bear — who recognizes that the multiple has 
overstated valuation — because what is good for the goose is good for the gander. (Sorry about all the 
animals there.) 

The reason is that big moves of the multiple are not that relevant when the macro backdrop is perceived 
to be serene and securities are appropriately trading in yield, which is a non-linear transformation of the 
multiple, as mentioned. 

A more blunt way to put this is that “small” changes of earnings are just not that important in such a world. 
What matters much more is that the underlying justification for low yields remains in place. That means  
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that our valuation analysis needs to focus on real Treasury yields and underlying economic volatility —
including prospective influences on it, like inflation or developing real-side imbalances. 

Of course, this is not to say the upward revision of forward earnings estimates do not matter.  It is only to 
say that they do not matter much within a valuation framework that emphasizes yields over multiples.   

Analyzing market sentiment is not my thing, but I would guess that a big part of the prevailing narrative 
right now is that it will be hard for the market to fall when analysts are being forced — belatedly — to take 
up their numbers.  

That provides insulation to the market while it is ongoing, but its effects might be transitory because 
valuation — at least as I measure it — is just not that sensitive to a 15% rise of underlying earnings, even 
if the market were flat, which it has not been. 

Gerard MacDonell 
gerard@frontharbor.com 

The information contained in this report has been obtained from sources believed to be reliable, but is not necessarily complete and its accuracy is not guaranteed. 
No claim is made regarding the fairness, accuracy, completeness, or correctness of the information and opinions contained herein. Views and other information 
provided here are subject to change without notice. All reports produced by Front Harbor are issued without regard to the specific investment objectives, financial 
situation or particular needs of any specific recipient and are not to be construed as a solicitation or an offer to buy or sell any securities or related financial 
instruments. Predictions, forecasts, and estimates for any and all markets should not be construed as recommendations to buy, sell, or hold any security--including 
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