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Summary

e It is healthy, albeit painful, to be reminded that the risk in stocks is real and that there
is a reason why investors earn a premium for investing in equities, as opposed to

safer investments.

o Atits current level of 5.96%, the equity risk premium is in the top decile of historical
numbers, exceeded only by the equity risk premiums in three other years, 1979,
2009 and 2011.

o Viewed purely on that basis, the equity market is more undervalued than overvalued

right now.

In bull markets, investors, both professional and amateur, often pay lip service to the
notion of risk, but blithely ignore its relevance in both asset allocation and stock selection,
convinced that every dip in stock prices is a buying opportunity and soothed by bromides
that stocks always win in the long term. It is therefore healthy, albeit painful, to be
reminded that the risk in stocks is real and that there is a reason why investors earn a
premium for investing in equities, as opposed to safer investments, and that is the
message that markets around the world delivered in the last quarter of 2018.

A Look Back at 2018

The stock market started 2018 on a roll, having posted nine consecutive up years, making
the crisis of 2008 seem like a distant memory. True to form, stocks rose in January, led by
the FAANG (Facebook (NASDAQ:FB), Amazon (NASDAQ:AMZN), Apple
(NASDAQ:AAPL), Netflix (NASDAQ:NFLX) and Google (NASDAQ:GOOG)) stocks and
momentum investors celebrated. The first wake-up call of the year came in February, first
as the market responded negatively to macroeconomic reports of higher inflation, and
then as Facebook and Google stumbled from self-inflicted wounds.
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S&P 500 by day in 2018
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The market shook off its tech blues by the end of March and continued to rise through the
summer, with the S&P 500 peaking for the year at 2931 on September 20, 2018. For the
many investors who were already counting their winnings for the year, the last quarter of
2018 was a shock, as volatility returned to the market with a vengeance. In October, the
S&P 500 dropped by 6.94%, though it felt far worse because of the day-to-day and
intraday price swings. In November, the S&P 500 was flat, but volatility continued
unabated. In December, US equities finally succumbed to selling pressures, as a sharp
selloff pushed stocks close to the "bear market" threshold, before recovering a little
towards the end of the year.

Over the course of the year, every major US equity index took a hit, but the variation
across the indices was modest.

12/31/17 |  12/31/18 |% Change

Dow 30 24719 23327 -5.63%
S&P 500 2673.61]  2506.85 -6.24%
S&P 600 (Small cap) 936.26 844.94 -9.75%
NASDAQ 7137 6635 -7.03%
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the S&P 500 is what you would expect in any down market. With dividends incorporated,

the return on the S&P 500 was -4.23%, the first down market in a decade but only a

modestly bad year by historical standards:

5&P 500: Annual Returns, from worst year to best one: 1928 to 2018

| know that this is small consolation if you lost money last year, but looking at annual
returns on stocks in the last 90 years, there have been twenty years with more negative
returns. In short, it was a bad year for stocks, but it felt far worse for three reasons. First,
after nine good years for the market, investors were lulled into a false sense of
complacency about the capacity of stocks to keep delivering positive returns. Second, the
negative returns were all in the last quarter of the year, making the hit seem larger (from
the highs of September 2018) and more immediate. Third, the intraday and day-to-day
volatility exacerbated the fear factor, and those investors who reacted by trading faced far
larger losses.

The Equity Risk Premium

If you have been a reader of this blog, you know that my favorite device for disentangling
the mysteries of the market is the implied equity risk premium, an estimate of the price
that investors are demanding for the risk of investing in equities. | back this number out
from the current market prices and expected future cash flows, an IRR for equities that is

analoaous to the vield to maturitv on a bond:
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As with any measure of the market, it requires estimates for the future (expected cash
flows and growth rates), but it is not only forward looking and dynamic (changing as the
market moves), but also surprisingly robust and comprehensive in its coverage of
fundamentals.

At the start of 2018, | estimated the equity risk premium, using the index at that point in
time (2673.61), the 10-year treasury bond rate on that day (2.41%) and the growth rate
that analysts were projecting for earnings for the index (7.09%).

Expected cashilow growth in next 5 years
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The equity risk premium on January 1, 2018 was 5.09%. As we moved through the year, |
computed the equity risk premium at the start of each month, adjusting cash flows on a
quarterly basis (which is about as frequently as S&P does it) and using the index level and

ten-vear T.Bond rate at the start of each month.
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While the conventional wisdom about equity risk premiums is that they do not change
much on a day to day basis in developed markets, that has not been true since 2008. In
2018, there were two periods, the first week of February and the month of October, where
volatility peaked on an intraday basis, and | computed the ERP by day, during the first
week of February, and all through October:
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During October, for instance, the equity risk premium moved from 5.38% at the start of the

month to 5.76% by the end of the month, with wide swings during the course of the month.

After a brutal December, where stocks dropped more than 9% partly on the recognition
that global economic growth may slacken faster than expected, | recomputed the equity

risk premium at the start of 2019:

Expected cashflow growth in next 5 years
Cash flow growth = Top down analysi estimate of
Base year cash flow (last 12 mths) 1
Dividends (TTM): 52 05 earnings growth far S&P 500 = 4.12%
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= Cash to imvestars (TTM): 136.65
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Equals
Implied Equity Risk Premium (1/1/19) = 8.64% - 2.68% = 5.96%
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The equity risk premium has increased to 5.96%, but a closer look at the differences
between the inputs at the start and end of the year indicates how investor perspectives
have shifted over the course of the year:

Input Start of 2018 | Start of 2019 Reasons

S&P 500 2673.61 2506.85 Fourth quarter meltdown in
stocks

Base year 108.28 136.65 Continued increase in

cash flows buybacks, triggered partly by
new tax law release of trapped
cash.

Expected 7.09% 4.12% Pessimism about future global

growth in growth and possibility of US

earnings recession.

T. Bond 2.41% 2.68% Fear of the Fed?

Rate

Expected 7.49% (5.08%) | 8.64% (5.96%) | Lower growth fears + Political

return on and Economic Crisis worries?

stocks (ERP)

Going into 2019, investors are clearly less upbeat than they were in 2018 about future
growth and more worried about future crises, but companies are continuing to return cash
at a pace that exceeds expectations.

What now?

| know that you are looking for a bottom line here on whether the numbers are aligned for
a good or a bad year for stocks, and | will disappoint you upfront by admitting that | am a
terrible market timer. As an intrinsic value investor, the only market-related question that |
ask is whether | find the current price of risk (the implied ERP) to be an acceptable one; if
it is too low for my tastes, | would shift away from stocks, and if it is too high, shift more
into them. To gain perspective, | graphed the implied ERP from 1960 through 2018 below:
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Implied Premium for US Equity Marketr: 1960-2018
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At its current level of 5.96%, the equity risk premium is in the top decile of historical
numbers, exceeded only by the equity risk premiums in three other years, 1979, 2009 and
2011. Viewed purely on that basis, the equity market is more undervalued than overvalued

right now.

I am fully aware of the dangers that lurk and how they could quickly change my
assessment and they can show up in one or more of the inputs:

1. Recession and lower growth: While there was almost no talk about a possible
recession either globally or in the US, at the start of 2018, some analysts, albeit a
minority, are raising the possibility that the economy would slow down enough to push
it into recession at the start of 2019. While the lower earnings growth used in the 2019
computation already incorporates some of this worry, a recession would make even
the lower number optimistic. In the table below, | have estimated the effect on the
equity risk premium of lower growth, and note that even with a compounded growth
rate of -3% a year for the next five years, the ERP stays above the historical average
of 4.19%.
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Expected growth
next 5 years ERP
-3.00% 4.31%
-1.00% 4.74%
0% 4.96%
1.00% 5.19%
3.00% 5.68%

2. Higher interest rates: The fear of the Fed has roiled markets for much of the last
decade, and while it has played out as higher short term interest rates for the last two
years, the ten-year bond rate, after a surge over 3% in 2018, is now back to 2.68%.
There is the possibility that higher inflation and economic growth rate can push this
number higher, but it is difficult to see how this would happen if recession fears pan
out. In fact, as | noted in this post from earlier in the year, higher interest rates, if the
trigger is higher real growth (and not higher inflation), could be a positive for stocks,
not a negative.

3. Pullback on cash flows: US companies have been returning huge amounts of cash in
the form of stock buybacks and dividends. In 2018, for instance, dividends and
buybacks amounted to 92% of aggregate earnings, higher than the 84.60% paid out,
on average, between 2009 and 2018 but still lower than the numbers in excess of
100% posted in 2015 and 2016. Assuming that the payout will adjust over time to
85.07%, reflecting expected long term growth, lowers the ERP to 5.55%, still well
above historical levels.

4. Political and Economic Crises: The trade war and the Brexit mess will play out this
year and each has the potential to scare markets enough to justify the higher ERP that
we are observing. In addition, it goes without saying that there will be at least a crisis
or two that are not on the radar right now that will hit markets, an unwanted side effect
of globalization.

Looking at how the equity risk premium will be affected by each of these variables, | think
that the market has priced in already for shocks on at least two of these variables, in the
form of lower growth and political/economic crises, and can withstand fairly significant bad
news on the other two.

Bottom Line

| have long argued that it is better to be transparently wrong than opaquely right, when
making investment forecasts. In keeping with my own advice, | believe that stocks are
more likely to go up in 2019, than down, given the information that | have now. That said, if

| am wrona. it will be because | have underestimated how much economic arowth will slow
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in the coming year and the magnitude of economic crises. Odds are that | will see the
telltale signs too late to protect myself fully against any resulting market corrections, but
that is not my game anyway.

Data Update 1 for 2019: Stocks are risky (in case we had fo...

Datasets

1. Historical Returns on Stocks, Bonds and Bills - 1928 to 2018
2. Historical Implied Equity Risk Premiums for US - 1960 to 2018

Spreadsheets
1. Implied ERP for January 1, 2019

Disclosure: The summary bullets for this article were chosen by Seeking Alpha editors.
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