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ON THEMONEY

The investor’s dilemma:
earnings, valuations and

what to do next

I f you find a bit of nausea
creeping in each time you
flip on the financial news,

that’s to be expected. It has been
a tough couple ofweeks in the
markets, with European
bourses down 5 percent on
Tuesday alone. U.S. stocks
continued their losing streak
before reboundingWednesday.

Tomake sense of this, let’s
look at a stock price relative to a
company’s earnings— the key
to understanding valuations.
The slowing economy can help
explain stock prices over the
next year, aswell as your
queasiness.

Start with a basicmethod for
valuing stocks. To grossly
oversimplify, what you pay for a
share in a company is based (in
large part) on a formula called
“earningsmultiple.”Howmuch
you should pay today is a
function of howmuch the
company is likely to earn next
year. TheWall Street analysts
who create those earnings
forecasts put amultiple on it,
lets say 15X and—voila!—we
get a fair estimate forwhat
prices stocks should be
next year.

What could possibly
gowrongwith that?
Plenty. Threemajor
things: estimates,
multiples and
forecasting error.

Estimates:Not only
can they bewrong, they
often are verywrong—
and in a consistent and
predictableway.
According to a study by
McKinsey&Co.,Wall
Street’s analysts are
nearly always too
bullish. The authors
noted that analysts
have been “persistently
over-optimistic for the
past 25 years.” Their
earnings estimates
ranged from 10 to 12 percent a
year. Actual earnings growth
was half of that, about 6 percent
annually. “On average, analysts’
forecasts have been almost 100
percent too high.” The only
exceptions are during
recessions, when they are
(surprise!) too bearish.

Multiples:Wecould use an
earningsmultiple of 15x—
about the average over the past
century.However, at times this
multiple swings to extremes,
sometimeswildly so.
Sometimes, investors think
markets areworthmore than
usual— 20x, 25x, even 30x.
Other times, they arewilling to
paymuch less for a dollar of
earnings— 12x, 10x, even
7x earnings. History teaches us
that thesemultiples eventually
revert to themean.

That is for the overallmarket.
Different sectors command
differentmultiples, and even
companieswithin the same
sector can trade at different
earningsmultiples. That
multiple can be a function of
popularity,media coverage, a
celebrity CEOor a hot new
product. But buzz and other
trendy factors are not the best
basis for determining the
intrinsic value of equities.

What else could gowrong?
One big thing, and it could be
the source of your queasiness.

Forecasting error:As it turns
out, whenever the economy
slips into a recession, these
earnings estimates have their
greatest error factor. In other
words, those estimates that
were not so great in the first
place turn out to be simply
terrible as the economy turns.
Wall Street gets itmostwrong
at precisely theworst possible
time.

Consider a study from James
Bianco of BiancoResearch. It
looks at two groups of earnings
estimates, one fromWall Street
strategistswho look at the
macro picture, and, second, the
Street’s analystswho study
individual firms. According to
most recent recession earnings
forecasts:
 1990-91 recession:
Strategists (top-down
forecasters) were too optimistic
by 10 percent. Analysts

(bottom–up forecasters) who
added up the 500 company
forecasts, were too optimistic
by 25 percent.
 2001 recession: Strategists
and analysts too optimistic by
23 and 25 percent respectively.
 2007-09 “Great Recession”:
Strategists and analysts too
optimistic by 40 percent.

DougKass, whomanages the
Seabreeze hedge fund, thinks
other factors are atwork. Kass,
who has been critical ofWall
Street analysts, points to
distinctions between cycles. “If
you go back over the last eleven
recessions— the first nine all
had 5 to 15 percent profit drops.
Perhaps the recession of 2001
was an outlier, caused by the
bursting of the dotcombubble’s
sky-high P/Emultiples. The
2008 recessionwas evenmore
unusual—with unprecedented
leverage in real estate, banking
and in corporations.”

I suspect the error is about
something else. Structural
changes atWall Street firms are
just as likely to be the cause.
Research analysts used towork

for trading and asset
management divisions of big
Wall Street banks. Since the
1990s, they havemostly
migrated to underwriting.
That’s where all themoney is
made.

This change has changed the
job of the analyst. They do far
less critical analysis and far
more “cheerleading.” Robert
Powell, editor of Retirement
Weekly, confirms it: Regarding
the stocks thatmake up the
S&P1500, Powell noted that not
a single one has aWall Street
consensus “sell” rating on it.
This is pretty damning proof
that forecasting errorsmay be
because of inherent structural
bias.

I think about day-to-day
market action as a conversation
between investors holding
different expectations about the
future. Their range of opinions
affects their outlooks about
earnings and prices. Some
believe the recent deceleration
is only temporary and the
economy is poised to take off
again. Some investors believe
wewill avoid a recession, but
only just barely.More bearish
traders believe a regular cyclical
recession is inevitable. The
most negative outlook is for a
nasty recession.

On any single day,market
action is just noise. Over time,
asmore andmore data
accumulate, this “conversation”
becomesmore intense. The
markets eventually gather
enough information to
determinewho is correct, and
prices adjust accordingly.

At the least, I expectmore
slowing in the economy,
reflected inweaker earnings
and lower prices. However, I do
not have enough information to
see around the corner to how
severe ormild the slowdown
will be.

You should take a proactive
approach that recognizes these
various possibilities and plan
accordingly., whichmeans
holding a decent amount of
cash and bonds (I amat 50
percent).

Ritholtz is chief executive of
FusionIQ, a quantitative research
firm. He is the author of “Bailout
Nation” and runs a finance blog, The
Big Picture.
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It’s long past time to figure out how to lower the cost of college

“Let’s leverage Web-based
instruction, innovative teaching
techniques and aggressive
efficiency measures to reach that
goal,” Perry said. “Imagine the
potential impact on affordability
and graduation rates — and the
number of skilled workers it
would send into our economy.”

Yes, just imagine.
Imagine the financial stress

lifted off so many families if they
could send their children to
school for $2,500 a year, not
including room and board.

Some can’t imagine. There’s
been lots of chatter that Perry’s
plan either won’t work or would
lead to a substandard degree.
One professor in an online
discussion forum for the New
York Times said, “Neither a
watered-down bachelor’s degree
nor two years at a community
college seem great alternatives to
the current system.”

Aside from an unfair slap to
community colleges, I’m more
than perturbed that Perry’s idea
is being so quickly dismissed by
the education establishment. It’s
long past time that professionals
in higher education — from
college presidents to professors
— work harder to figure out how
to reduce college costs. They can
no longer smugly claim that just
having a degree is a fast track to

color from G1 high-paying jobs.
And let’s remove the politics

from Perry’s challenge. True, he’s
now a presidential candidate,
and candidates will promise
anything, but Perry’s proposal
has merit, and it’s something all
the candidates should embrace,
including President Obama.

“If we can go to the moon, we
can have a $10,000 university,”
said Richard Vedder, director of
the Center for College
Affordability and Productivity, a
nonprofit research center based
in the District.

Vedder and I had a long
conversation about Perry’s
challenge and the absurdity that
so many people have so quickly
dismissed it as undoable.

“The culture of higher
education is not one to minimize
cost to the consumers,” said
Vedder, who is also a professor in
the department of economics at
Ohio University and the author
of “Going Broke by Degree: Why
College Costs Too Much.”

Vedder, now in his 47th year of
teaching, has become one of the
most outspoken critics of soaring
college costs.

He also shares my great
concern that so many families
are going deep into debt trying
to help their children get a
degree. The conventional
wisdom has been that such debt
will pay off in the end. But many

families are finding that this is
not necessarily true: Their
children are graduating and not
getting jobs, or they’re getting
jobs with much lower salaries
than they expected.

“The high school/college
earnings differential may have
stopped growing, so the
investment return to college will
start falling unless costs are
contained,” Vedder wrote in a
2007 research paper.

He has argued then and now
that too much college spending
is devoted to extras — state-of-
the-art recreation facilities,
larger university bureaucracies,
intercollegiate athletic programs
and higher salaries for university
personnel — that do little to
promote education or economic
growth.

“An excellent case can be
made that we are over-invested

in universities, that too many
students attend school, that
much of our investment is
wasted,” he said.

A growing number of colleges
are succeeding at making college
affordably accessible, Vedder
says. He points to Berea College,
a liberal arts college in Kentucky
that awards four-year tuition
scholarships to all its students,
who because of financial
circumstances cannot otherwise
afford to attend.

If Berea figured this out — and
did so years ago — other schools
can, too. Can we have a $10,000
degree?

I certainly hope Perry’s idea
will snowball into some creative
ways to cut costs while not
cutting quality. We have got to
figure out a way to make a higher
education more affordable. If we
don’t, it won’t be just low-income
students we are pricing out.

Readers can write to Michelle
Singletary c/o The Washington Post,
1150 15th St., N.W., Washington, D.C.
20071. Or by e-mail:
singletarym@washpost.com.
Comments and questions are
welcome, but due to the volume of
mail, personal responses may not be
possible. Please also note comments
or questions may be used in a future
column, with the writer’s name,
unless a specific request to do
otherwise is indicated.
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The magical world of voodoo ‘economists’

into the Great Depression.
They also reject the efficacy of

monetary stimulus to fight
recession, and give the strong
impression they wouldn’t mind
abolishing the Federal Reserve
and putting the country back on
the gold standard.

They refuse to embrace
Darwin’s theory of evolution,
which has been widely accepted
since the Scopes Trial of the
1920s.

One of them is even talking
about repealing the 16th and
17th amendments to the
Constitution, allowing for a
federal income tax and the direct
election of senators — landmarks
of the Progressive Era.

What’s next — repeal of
quantum physics?

Not every candidate embraces
every one of these kooky ideas.
But what’s striking is that when
Rick Perry stands up and
declares that “Keynesian policy
and Keynesian theory is now
done,” not one candidate is
willing to speak up for the most
important economic thinker of
the 20th century. Or when
Michele Bachmann declares that
natural selection is just a theory,
none of the other candidates is
willing to risk the wrath of the
religious right and call her on it.
Leadership, it ain’t.

I realize economics isn’t a
science the way biology and
physics are sciences, but it’s close
enough to one that there are
ideas, principles and insights
from experience that economists
generally agree upon. Listening
to the Republicans talk about the
economy and economic policy,
however, is like entering into an
alternative reality.

Theirs is a magical world in
which the gulf oil spill and the
Japanese nuclear disaster never
happened and there was never a
problem with smog, polluted
rivers or contaminated
hamburger. It is a world where
Enron andWorldcom did not
collapse and shoddy
underwriting by bankers did not
bring the financial system to the
brink of a meltdown. It is a world
where the unemployed can
always find a job if they really
want one and businesses never,
ever ship jobs overseas.

As politicians who are always
quick to point out that it is only
the private sector that creates
economic growth, I found it
rather comical to watch the
governors at last week’s debate
duke it out over who “created”
the most jobs while in office. I
know it must have just been an
oversight, but I couldn’t help
noticing that neither Mitt
Romney nor Perry thought to
exclude the thousands of
government jobs included in
their calculations — the kinds of
jobs they and their fellow
Republicans now view as
economically illegitimate.

And how wonderfully precise
they can be when it comes to job
numbers. Romney is way out
front when it comes to this kind
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of false precision. His new
economic plan calculates that
President Obama would
“threaten” 7.3 million jobs with
the ozone regulation that, in fact,
the president had just canceled.
By contrast, Romney claims his
own plan will create 11 million
jobs in his first term— not 10,
not 12, but 11 million.

When you dig into such
calculations, however, it turns
out many are based on back-of-
the-envelope extrapolations
from industry data that totally
ignore the dynamic quality of
economic interactions.

One recent example comes
from the cement industry, which
now warns that new regulations
limiting emissions of sulfur
dioxide and nitrogen oxide could
close as many as 18 of the 100
cement plants in the United
States, resulting in the direct loss
of 13,000 jobs.

Then again, where do you
think all those customers of the
18 plants will get their cement?
Do you think they might get
some of it from the other 82
plants, which in turn might have
to add a few workers to handle
the additional volume? Or that a
higher price for cement might
induce somebody to build a
modern plant to take advantage
of the suddenly unmet demand?
Or perhaps that higher prices for
cement will lead some customers
to use another building material
produced by an industry that
will have to add workers to
increase its output? And what
about the possibility that the
regulation will encourage some
innovative company to devise
emissions-control equipment

that will not only allow some of
those plants to remain open but
generate a few thousand extra
jobs of its own as it exports to
plants around the world.

Such possibilities are rarely, if
ever, acknowledged in these “job-
scare studies.” Also left out are
any estimates of the benefits that
might accrue in terms of longer,
healthier lives. In the Republican
alternative universe, it’s all costs,
no benefits when it comes to
government regulation. As they
see it, government regulators
wake up every morning with an
uncontrollable urge to see how
many jobs they can destroy.

If consistency is the hobgoblin
of small minds, then these
Republican presidential
candidates are big thinkers,
particularly on fiscal issues.

In the Republican alternative
universe, allowing an income tax
cut for rich people to expire will
“devastate” the U.S. economy,
while letting a payroll tax cut for
working people to expire would
hardly be noticed. Cutting
defense spending is economic
folly; cutting food stamps for
poor children an economic
imperative.

My favorite, though, is a
proposal, backed by nearly all
the candidates along with the
U.S. Chamber of Commerce, to
allow big corporations to bring
home, at a greatly reduced tax
rate, the more than $1 trillion in
profits they have stashed away in
foreign subsidiaries.

“Repatriation,” as it is called,
was tried during the “jobless
recovery” of the Bush years, with
the promise that it would create
500,000 jobs over two years as

corporations reinvested the cash
in their U.S. operations.
According to the most definitive
studies of what happened,
however, most of the repatriated
profits weren’t used to hire
workers or invest in new plants
and equipment. Instead, they
were used to pay down debt or
buy back stock.

But fear not. In a new paper
prepared for the chamber,
Republican economist Douglas
Holtz-Eakin argues that just
because the money went to
creditors and investors doesn’t
mean it didn’t create jobs. After
all, creditors and shareholders
are people, too — people who
will turn around and spendmost
of it, in the process increasing
the overall demand for goods
and services. As a result, Holtz-
Eakin argues, a dollar of
repatriated profit would have
roughly the same impact on the
economy as a dollar under the
Obama stimulus plan, or in the
case of $1 trillion in repatriated
profit, about 3 million new jobs.

It’s a lovely economic
argument, and it might even be
right. But for Republican
presidential candidates, it
presents a little problem. You
can’t argue, at one moment, that
putting $1 trillion of money in
the hands of households and
business failed to create even a
single job, and at the next
moment argue that putting an
extra $1 trillion in repatriated
profit into their hands will
magically generate jobs for
millions.

It took a while, but even
Richard Nixon came around to
declaring himself a Keynesian.
Maybe there is still hope for
Perry and the gang.

pearlstein@washpost.com

“The investment return
to college will start
falling unless costs are
contained.”
Richard Vedder, Ohio University
economics professor
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A protestor sits in the audience at a Joint Select Committee on Deficit Reductionmeeting, a
bipartisan 12-member panel appointed to craft a deficit-reduction package.
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